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General Accounting and Auditing Developments—2011/12

Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial statements
with an overview of recent economic, industry, technical, regulatory, and professional developments that may affect the audits and other engagements they
perform. This Audit Risk Alert also can be used by an entity's internal management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU section
150, Generally Accepted Auditing Standards (AICPA, Professional Standards).
As such, other auditing publications have no authoritative status; however,
they may help the auditor understand and apply the Statements on Auditing
Standards.
If an auditor applies the auditing guidance included in an other auditing publication, he or she should be satisfied that, in his or her judgment, it is both relevant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
Recognition
The AICPA gratefully appreciates the invaluable assistance Anne M.
Mundinger provided in creating this publication.
Feedback
This Audit Risk Alert is published annually. As you encounter audit or accounting issues that you believe warrant discussion in next year's Audit Risk
Alert, please feel free to share them with us. Any other comments that you
have about the Audit Risk Alert also would be appreciated. You may e-mail
these comments to A&APublications@aicpa.org.
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General Accounting and Auditing Developments—2011/12

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your audits
and also can be used by an entity's internal management. This alert provides
information to assist you in achieving a more robust understanding of the
business, economic, and regulatory environments in which your clients operate.
This alert is an important tool to help you identify the significant risks that
may result in the material misstatement of financial statements and delivers
information about emerging practice issues and current accounting, auditing,
and regulatory developments. You should refer to the full text of accounting and
auditing pronouncements, as well as the full text of any rules or publications
that are discussed in this alert.
.02 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient
appropriate audit evidence. AU section 312, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards), broadly defines audit
risk as the risk that the auditor may unknowingly fail to appropriately modify his or her opinion on financial statements that are materially misstated.
Further, paragraph .04 of AU section 314, Understanding the Entity and Its
Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), explains that the auditor should use professional judgment to determine the extent of the understanding required of the entity and
its environment. The auditor's primary consideration is whether the understanding that has been obtained is sufficient to assess risks of material misstatement of the financial statements and to design and perform further audit
procedures.

Economic Developments
The Current Economy
.03 When planning and performing audit engagements, an auditor should
understand both the general current economy and the specific economic conditions facing the industry in which the client operates. Economic activities
relating to factors such as interest rates, availability of credit, consumer confidence, overall economic expansion or contraction, inflation, and labor market
conditions are likely to have an effect on an entity's business and, therefore, its
financial statements.
.04 The year 2011 has not brought the indicators of economic recovery for
which we had hoped. The optimistic start to 2010 slowly turned to caution as
the year progressed, slowing down in the fourth quarter. The downward trend
continued into the new year as increasing costs and interest rates, affected by
a wave of natural disasters in the first quarter of 2011 (including floods and
earthquakes, which temporarily curtailed logistics for Japan), have created an
uncertain global outlook. In a June 22, 2011, press release, the Federal Open
Market Committee (FOMC) described the economy as recovering at a moderate
pace, though somewhat more slowly than expected. The release reported that
weaker than expected recent labor market indicators and higher food and energy prices have had a dampening effect on purchasing power and spending. It
also cited the tragic events in Japan as causing temporary supply chain effects.
Although reports released in August 2011 indicate that the Japanese economy
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is starting to bounce back from the disaster, heavy damage to factories in the
auto and electronics sectors continues to hold back supply chain exports.

Key Economic Indicators
.05 The real gross domestic product (GDP) measures output of goods and
services by labor and property located within the United States. It increases
as the economy grows or decreases as it slows. According to the Bureau of
Economic Analysis, real GDP increased at an annual rate of 3.1 percent in the
fourth quarter of 2010 and slowed to 0.4 percent in the first quarter of 2011 and
1.3 percent in the second quarter of 2011. The slowdown in the first quarter
of 2011 has been attributed to a sharp increase in imports with a decrease in
exports, a reduction in consumer spending, and the largest decline in federal
spending (mainly defense spending) since the first quarter of 2000, along with
the largest decline in state and local spending since the second quarter of 1981.
Additionally, business investment slowed, mainly due to a downturn in structures, partly offset by a sharp increase in inventory investment. Second quarter
increases have been attributed to the slowdown of imports, reflecting mainly
downturns in petroleum products and autos; an increase in federal spending
in national defense; and an increase in business spending on investments in
structures, which was offset by a sharp downturn in consumer spending and
led mainly by a downturn in motor vehicles and parts spending.
.06 Corporate profits in the first quarter of 2011 increased 2.9 percent,
following a 2.3 percent increase in the fourth quarter of 2010 and, year-overyear, first quarter profits from 2010-2011 increased 10.2 percent. Nonfinancial
corporate profits increased 6.9 percent, but financial profits decreased 15.5
percent in the first quarter. Profits from the rest of the world rose 14.6 percent
in the first quarter. Import prices increased 21.8 percent, and export prices
only increased 10.9 percent in the first quarter of 2011.
.07 The Consumer Price Index for All Urban Consumers (CPI-U) all items
index increased 3.6 percent before seasonal adjustment for the 12-month period
ending May 2011. The energy index increased 21.5 percent, and the food index
rose 3.5 percent. The gasoline index decreased in May for the first time since
June 2010.
.08 From July 2010 to June 2011, the unemployment rate decreased from
10.1 percent to 9.1 percent, which represents approximately 14 million people
unemployed. The Bureau of Labor Statistics has reported in their July 2011
news release that from March to June of 2011, the unemployment rate rose by
0.4 percent, with 545,000 people becoming unemployed in that period. Employment rose by an average of 215,000 per month from February through April of
this year, compared with an average of 22,000 for May and June and 117,000
for July. Job gains continued in professional and business services, health care,
and mining. Employment levels in other major private sector industries were
little changed, and local government employment has continued to decline since
the second half of 2008. Average hourly earnings have risen by 1.9 percent from
July 2010 to June 2011, while the CPI-U increased by 3.4 percent. Among those
outside the labor force, that is, persons neither working nor looking for work,
the number of discouraged workers (those not looking for work because they
believe no jobs are available for them) was 982,000, down from 1.2 million a
year earlier. There were 3.0 million job openings in May, reflecting increases
in durable goods manufacturing, transportation, warehousing and utilities,
information, and health care and social assistance.
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.09 Activity in the housing market remained depressed, as both weak
demand and sizeable inventory of foreclosed or distressed properties continues
to hold back new construction. Housing starts and new permits of single-family
homes have stayed at very low levels over the past 12 months, while sales of
new and existing homes remained low, and home prices fell measurably.
.10 Net debt financing by nonfinancial corporations and outstanding
amounts of commercial and industrial loans and nonfinancial commercial paper increased in the second quarter of 2011, and most indicators of business
credit quality improved in this period.
.11 In line with market expectations, the FOMC will continue its asset
purchase program and maintain interest rates at near zero into early 2012,
and banks will keep their prime lending rate at 3.25 percent. According to the
Federal Reserve, low interest rates help households and businesses finance
new spending and help keep the prices of many other assets, such as stocks
and houses, steady. Economic conditions are anticipated to maintain low rates
of resource utilization and likely to warrant exceptionally low levels for the
federal funds rate for an extended period.
.12 In response to the disappointing current economic data, market participants have reported a general pullback from risk-taking and a decline in
liquidity in a range of financial markets. In adding to the significant market
pullback are the difficulties in Greece and spreading concerns about other peripheral European countries that could cause significant financial strains in the
United States and the fact that some U.S. money market mutual funds have
significant exposures to financial institutions from core European countries,
which, in turn, have substantial exposures to Greek sovereign debt.
.13 Government contractors that rely on the federal budget for a paycheck
are posting disclaimers in their 10-Q filings about the practical implications
of how long they may be able to continue financing their operations while the
U.S. government's bill paying capacity might be restricted.
.14 For corporations whose investment portfolios are substantially invested in U.S. treasuries, the United States being downgraded will affect the
liquidity or valuation of their portfolio.
.15 Through its actions of continuing to purchase $600 billion of longerterm treasury securities by the end of July 2011 and maintaining its policy of
reinvesting principal payments in order to maintain the face value of debt at
approximately $2.6 trillion, the FOMC continues to seek to foster maximum
employment and price stability.

Reporting Trends
Structured Securities Products Sold to Retail Investors
.16 Structured securities products (SSPs) with sales totaling approximately $45 billion in 2010 have come under the scrutiny of the Securities
and Exchange Commission (SEC) staff. The staff examination observations
include evidence of broker-dealers recommending unsuitable SSPs to retail investors and engaging in secondary marketing purchases from, and sales to,
retail investors at disadvantageous prices. The staff has identified deficiencies
in the broker-dealers supervisory and compliance structures as they relate to
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SSPs, including not providing specialized training for sales and supervisory
personnel, among other issues.
.17 On July 27, 2011, the SEC staff issued a report identifying common
weaknesses seen in the sales of SSPs and describing measures by brokerdealers to better protect retail investors from fraud and abusive sales tactics.
The following observations were made during the examinations of retail firms:

r
r
r
r
r
r

Customer suitability. Numerous incidents in which the sale of
"Reverse Convertible Notes" did not appear to coincide with the
customers stated investment objectives. Many customers experienced significant losses as the value of the securities diminished.
Disclosure documents. Disclosures omitted or reported incorrectly,
such as the upfront sales fee listed as zero, but actually one and a
half to three percent, and SSPs marketed as "principal protected,"
without disclosing that the principal protected element only applies if the notes are held to maturity.
Customer account statement classification. Listing SSPs as "preferred securities" or underpreferred stock.
Secondary market pricing. Internal control weakness cited in
some instances for the lack of an independent review of traders'
prices for the secondary market price.
Training. Although a National Association of Securities Dealers
requirement, originating firms examined showed deficiencies in
training at both the registered representative and supervisory
levels.
Secondary market activity. Sales practice concerns include customers selling SSPs soon after issuance; customers purchasing
SSPs soon after issuance and being charged a commission higher
than the sales concessions included in the primary offering price;
customers selling (and thereby incurring a commission charge) an
SSP near payment or maturity date; customers switching SSPs,
which are designed to be held to maturity; and purchases effected
for customers at prices that exceeded the maximum return price
of the SSP at call date.

.18 Auditors would want to have an understanding of these arrangements
and should be careful to review the holdings in the investment portfolios of
their clients looking for SSP activity, such as purchasing the SSP soon after
issuance, sales transactions near maturity (especially those that settle on or
after payment date), commission charges on secondary activity, and possible
"switching" activity from one SSP to another. A copy of the Staff Summary
Report can be found at www.sec.gov/news/studies/2011/ssp-study.pdf.

Large Trader Reporting
.19 On July 26, 2011, the SEC adopted a new rule establishing large
trader reporting requirements to enhance the agency's ability to identify large
market participants, collect information on their trading, and analyze their
trading activity. This new rule has been developed in response to the May 6,
2010, market disruption that occurred when the Dow Jones Industrial Average
rapidly fell almost 1,000 points. The rule is expected to bolster the SEC ability to oversee the U.S. securities market, reconstruct market events, conduct
investigations, and bring enforcement actions as appropriate.
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.20 The new rule has two primary components:

r
r

It requires large traders to register with the SEC through a new
form, Form 13H.
It imposes recordkeeping, reporting, and limited monitoring requirements on certain registered broker-dealers through whom
large traders execute their transactions.

.21 Auditors of clients that qualify under the large traders rule should
verify that their client has complied with the registration and filing requirements of this rule, which becomes effective 60 days after its publication in the Federal Register. A copy of the new rule can be found at
www.sec.gov/news/press/2011/2011-154.htm.

New Short Form Criteria to Replace Credit Ratings
.22 On July 26, 2011, the SEC adopted new rules in light of the DoddFrank Wall Street Reform and Consumer Protection Act to remove credit ratings as eligibility criteria for companies seeking to use "short form" registration
when registering securities for public sale. The current requirement for an issuer to receive an investment grade rating by at least one nationally recognized
statistical rating organization has been eliminated and replaced by a requirement to pass one of four tests in order to file Form S-3 or F-3. In addition to
the four tests, this rule eliminates Form F-9, effective December 31, 2012, and
revises Form 40-F, Form S-4, and Form F-4 under the Securities Act; Schedule
14A under the Exchange Act; Rules 138, 139, and 168 under the Securities
Act; and affects Rule 134(a)(17) under the Securities Act. The new rules and
requirements become effective 30 days after publication in the Federal Register, except the rescission of Form F-9 and amendments to remove references to
Form F-9 in other rules and forms, which will be effective December 31, 2012.
Auditors of clients that may be affected by these rules should become familiar
with the four tests and be aware of their client's compliance. A copy of this rule
can be found at www.sec.gov/news/press/2011/2011-155.htm.

Going Concern and Liquidation
.23 The number of going concern qualifications for issuers fell for the
second year in a row. The percentage of audit reports for issuers for 2010 containing a going concern qualification, according to Audit Analytics and based
on fiscal year 2010 SEC filings through the end of April 2011, is approximately
18.5 percent. The percentage of going concern qualification reports for 2009
was 19.8 percent, following 20.3 percent in 2008. The downward trend can
be attributed to fewer companies filing a going concern qualification for the
first time and several companies terminating their SEC registration. When
examining going concern opinions issued since 2000, the years 2003 and 2004
produced the lowest amount, and 2008 produced the highest amount. In 2008,
there was a 30-percent increase from the number of going concern opinions
issued in both 2003 and 2004. In 2009 and 2010, the most common reason for
auditors' concern over their clients' futures and, therefore, issuing a going concern opinion, was net operating loss. It remains to be seen how the uncertain
economic conditions of 2011 will affect entities and their futures and whether
going concern opinions will remain high or decrease from a continued economic
recovery.
.24 Auditors are cautioned to consider all facts and circumstances in evaluating the ability of an entity to continue. Recurring operating losses, working
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capital deficiencies, loan defaults, tightening credit, loss of key customers or
suppliers, and litigation proceedings all affect the ability of an entity to endure
increasing hardships caused by the slowly recovering economy.

Legislative and Regulatory Developments
The Dodd-Frank Wall Street Reform and Consumer Protection Act
.25 The Dodd-Frank Wall Street Reform and Consumer Protection Act
(the Dodd-Frank Act) was signed into law in July 2010 in response to weaknesses in the financial services industry that are believed to have contributed to
the economic recession. As the economy is slowly recovering from the worst economic downturn since the Great Depression, this reform represents the greatest change to financial regulation since that time. It ends the era of hands-off
regulation and increased deregulation of the financial services industry. The
two main goals of the reform are to lower the systemic risks to the financial
system and enhance consumer protections.
.26 The Dodd-Frank Act, among many other changes, creates new regulations for companies that extend credit to customers, exempts small public companies from Section 404(b) of the Sarbanes-Oxley Act of 2002 (SOX),
makes auditors of broker-dealers subject to Public Company Accounting Oversight Board (PCAOB) oversight, and changes the registration requirements
for investment advisors. It mandates over 60 different studies and reports by
various oversight agencies on a range of issues. The timing of the impact of
these reforms has been staggered over the next few years, providing opportunities for the financial services industry to respond to the proposed regulations
and work with regulators in developing reporting requirements, formats, and
timetables that are practical to implement. This allows time for both regulators and the industry to meet their individual goals, which is important to the
efforts to avoid market disruptions and inadvertently increase systemic risk.
Large, complex institutions, in particular, and newly regulated entities with
new reporting requirements are being challenged to update their systems and
data infrastructures. Although the Dodd-Frank Act contains many provisions,
some highlights that may be of particular interest to auditors are summarized
in the following sections.

FDIC’s Systemic Resolution Advisory Committee
.27 Recognizing that the failure of any large, interconnected financial entity could pose a significant risk to the financial stability of the United States,
the Dodd Frank Act requires bank holding companies with total consolidated
assets of $50 billion or more and nonbank financial companies supervised by
the Federal Reserve to submit a resolution plan as well as report on the nature
and extent of the credit exposures between the entity and other significant bank
holding companies and significant nonbank financial entities. In the event of a
failure of a systematically important financial institution, through adjustments
to the bankruptcy provisions and the preparation of "credible" resolution plans,
the Federal Deposit Insurance Corporation's (FDIC's) Orderly Liquidation Authority (Title II of the Dodd-Frank Act), is expected to assure financial stability,
as well as preserve a higher percentage of the entity's value. The development
of credible plans is expected to be ongoing, and resolution plans and living wills
(and various supporting schedules, such as the credit exposure report) are considered critical to the process. Regulation of the derivatives markets and the
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use of central counterparties will aid in the resolution process. International
issues over resolution authority are still being worked out.
.28 Auditors are cautioned to be aware of their client's compliance with
this regulation, specifically in the reporting of total assets upon consolidation,
fair value measurements, and credit exposures between the entity and other
significant bank holding or significant nonbank financial companies.

Bureau of Consumer Financial Protection
.29 The Bureau of Consumer Financial Protection (CFPB) is the new independent watchdog agency created by the Dodd-Frank Act (although it will
be housed at the Federal Reserve), and it consolidates most federal regulation
of financial services offered to consumers. The CFPB will ensure consumers
obtain clear, accurate information to shop for mortgages, credit cards, student
loans, prepaid cards, and other financial products (other than products subject
to securities or insurance regulations); provide them with one powerful and
dedicated advocate; and protect them from hidden fees and deceptive practices.
The CFPB will also oversee the enforcement of federal laws intended to ensure
the fair, equitable, and nondiscriminatory access to credit for individuals and
communities. The director of the CFPB replaces the director of the Office of
Thrift Supervision (OTS) on the FDIC board (the OTS was abolished by the
Dodd-Frank Act). The CFPB is led by an independent director appointed by the
president and confirmed by the Senate, with a dedicated budget in the Federal
Reserve. Functions currently handled by existing agencies have been transferred to the CFPB, and the CFPB has assumed full authority for consumer
financial protection.
.30 A significant mortgage reform provision of the Dodd-Frank Act is the
creation of a new federal standard applicable to home loans that requires institutions to ensure that borrowers can repay the loans they were sold. Lenders
and mortgage brokers who do not comply with the new rules prohibiting unfair lending practices will be held accountable through imposed penalties. The
mortgage reforms from the Dodd-Frank Act are effective immediately. The
Dodd-Frank Act does not address the government-sponsored entities Fannie
Mae and Freddie Mac—they will be addressed separately through future legislation.
.31 Nearly 54 million first lien mortgage loans were outstanding at the
end of the fourth quarter of 2010, of which 2.4 million were, at some point, in
the foreclosure process, and an additional 2 million more were 90 days or more
past due and considered to be at elevated risk of foreclosure. New foreclosures
in 2011 are expected to approach 2.5 million.
.32 The CFPB has the authority to examine and enforce regulations for
banks and credit unions with assets of over $10 billion and all mortgage-related
businesses (lenders, servicers, mortgage brokers, and foreclosure scam operators); providers of payday loans; and student lenders, as well as other nonbank
financial entities that are large, such as debt collectors and consumer reporting
agencies. Banks and credit unions with assets of $10 billion or less will be examined for consumer complaints by the appropriate regulator. The CFPB also
is able to autonomously write rules for consumer protection governing all financial institutions (banks and nonbanks) offering consumer financial services
or products. The Dodd-Frank Act recognizes that CPAs providing customary
and usual accounting activities (which include accounting, tax, advisory, or
other services that are subject to the regulatory authority of a state board of
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accountancy) and other services incidental to such customary and usual accounting activities are already adequately regulated and, therefore, are not
subject to the CFPB's authority.
.33 A national consumer complaint hotline has been created so consumers
will have, for the first time, a single toll-free number to report problems with
financial products and services.
.34 Auditors should familiarize themselves with this new agency and be
aware of the rules imposed on clients that offer credit in the form of mortgages,
credit cards, student loans, prepaid cards, and other financial products, including banks, mortgage lenders and servicers, credit unions, payday loan entities,
debt collectors, and consumer reporting agencies.

Section 404(b) SOX Exemption
.35 The Dodd-Frank Act amends SOX to make permanent the exemption
from its Section 404(b) requirement for nonaccelerated filers (those with less
than $75 million in market capitalization) that had temporarily been in effect
by order of the SEC. Section 404(b) of SOX requires companies to obtain an
auditor's report on management's assessment of the effectiveness of the company's internal control over financial reporting. It is important to note that
Section 404(a) of SOX, which requires management's attestation on internal
control over financial reporting, is still required for nonaccelerated filers.
.36 The Dodd-Frank Act also required the SEC to complete a study on
how to reduce the burden of Section 404(b) SOX compliance for companies with
market capitalizations between $75 million and $250 million, while maintaining investor protections for such companies. The study considered whether any
such methods of reducing the burden, or a complete exemption, would encourage companies to list on U.S. exchanges. The study found that the evidence did
not suggest that granting such an exemption would encourage companies to
list on the U.S. exchanges.

Executive Compensation
.37 In January 2011, the SEC issued a final rule on shareholder approval
of executive compensation and golden parachute compensation, based on implementing the provisions in the Dodd-Frank Act. The Dodd-Frank Act requires
a nonbinding shareholder vote on executive pay and golden parachutes. This
is intended to give the shareholders the power to hold executives accountable.
Although the vote is nonbinding, a "No" vote by shareholders would likely force
management to respond in some way and can still have a beneficial effect. At a
public company's first shareholder meeting following the end of the six month
period after enactment, management must give shareholders the opportunity
to vote on how frequently shareholders will have a "say on pay" (that is, annually, every two years, or every three years). The SEC now has the authority
to grant shareholders proxy access to nominate directors, which is intended to
help shift management's focus from short-term profits to long-term growth and
stability. However, shareholders would need to exercise this right for it to have
any possibility of an impact. The SEC is allowed to exempt small businesses
from this requirement. The Dodd-Frank Act also requires entities to disclose in
their annual proxy statement the median of annual total compensation to all
employees, other than their CEO; the annual total compensation of the CEO;
and the ratio of these two amounts. Disclosure is also required on why the
chairman of the board and CEO positions are separate or combined.
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.38 Compensation based on financial statements that are restated must
be returned for the three years preceding the restatement in an amount equal
to the excess of what would have been paid under the restated results. This is
required regardless of whether the executive was involved in any misconduct
that led to the restatement. Listing exchanges will enforce the compensation
policies. The Dodd-Frank Act also requires directors of compensation committees to be independent of the entity (independent as defined by its exchange)
and its management. The members of that committee are required to select
consultants, legal counsel, and other advisers only after taking into account
independence factors established by the SEC.

IRS Red Flags Rule
.39 In October 2007, the Federal Trade Commission (FTC) issued the
Red Flags Rule for financial institutions and creditors to fight identity theft.
The rule sets out how certain businesses and organizations must develop, implement, and administer their identity theft prevention programs. Creditors
subject to the Red Flags Rule must be in compliance as of January 1, 2011.
.40 The changes made to the law were meant to provide relief to small
businesses, such as doctor's offices, CPAs, and small retailers. It is important
to note that neither the law nor FTC regulations specifically identify covered
entities. Rather, the determination is made based on the activities that the
entity engages in as part of its business. Under the new definition, an entity is
considered a creditor if it meets any one or more of the following:

r
r
r

It obtains or uses credit reports, directly or indirectly, in connection with a credit transaction.
It furnishes information to consumer reporting agencies in connection with a credit transaction.
It advances funds to, or on behalf of, a person based on an obligation of the person to repay the funds, or the funds are repayable
from specific property pledged by, or on behalf of, the person.

.41 Any occurrence of identity theft exposes a creditor to an FTC investigation. Based on the results of the investigation, the FTC can seek both monetary
civil penalties and injunctive relief. In addition, it is likely that enforcement
actions will be widely publicized, which could result in significant damage to
the reputation of the entity.
.42 From an audit perspective, compliance with the Red Flags Rule and
the robustness of the entity's identity theft prevention program may be considered in the overall risk assessment of the entity, depending on its significance to
the entity. Auditors are cautioned to inquire of management regarding whether
the entity is considered a creditor under the Red Flags Rule.
.43 More information and a document outlining specific requirements of
the Red Flags Rule can be found at http://ftc.gov/redflagsrule.

Audit and Attestation Issues and Developments
Audit Risks Arising From Current Economic Conditions
.44 Financial market turmoil is likely to exert additional restraint on
spending. As a result, current economic conditions and recent regulatory
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actions described in this alert may cause additional risk factors that had not
previously existed or did not have a material effect on audit clients in prior
years. Some risks that may affect an entity in the current economic environment are as follows:

r
r
r
r
r
r
r
r
r
r

Marginally achieving explicitly stated strategic objectives
Constraints on the availability of capital and credit
Increased costs for material, leading to higher overhead and costs
of goods sold
Changes in the supply chain
The use of off-balance sheet financings, special purpose entities,
and other complex financing arrangements
Collectability of receivables
Volatile real estate and business markets
Significant measurement uncertainty, including accounting estimates and fair value measurements
Potentially erroneous or fraudulent activity due to decreased
staffing and resurgence of business activity
The continuing evolution of the postrecessionary marketplace

.45 Although many of these risks are not new to businesses, consideration of the ways a client is affected by external forces is part of obtaining an
understanding of the entity and its environment and will allow the auditor
to plan and perform the audit to address those risks. As noted in paragraph
.17 of AU section 312, some possible audit responses to significant risks of
material misstatement include increasing the extent of audit procedures, performing procedures closer to year-end, or increasing audit procedures to obtain
more persuasive evidence. Additionally, given the constant changing status
of economic conditions that could affect your client, auditors should consider
modifying audit procedures to ensure that risks are still adequately addressed.

Enterprise Risk Management
.46 To meet the challenges and risks in today's business and economic environment, many entities have turned to enterprise risk management (ERM).
Further, the recent economic crisis has led to a renewed focus on how senior
executives approach risk management and the role of their boards of directors
in risk oversight. The purpose of ERM is to address processes, procedures,
and risk on an entity-wide basis to enable management to holistically understand the business risks that the entity faces. Some characteristics of the
ERM model include strengthening communication; additional training, including cross-training, process, and internal control improvement; and entity-wide
participation.
.47 Once implemented, managers of individual business components can
make appropriate decisions based on an understanding of the risks that each
business component encounters and how those risks affect other components
and the entity as a whole. The purpose of this process is not to reduce business
risk, but rather to provide the knowledge that management needs to effectively
assess risks and then plan appropriate strategies to achieve the entity's business objectives. A good ERM framework allows the entity to foresee potential
consequences from future events, make necessary changes to minimize risk,
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manage the negative fallout if an event materializes, and capitalize on the
opportunities that it presents for growth.
.48 ERM can help an entity articulate its major risks and identify the
nature of those risks, then develop a process for measuring, monitoring, and
controlling these risks. ERM can help shape the commentary in management's
discussion and analysis (MD&A), but not all ERM-related information will be
relevant and important enough to warrant mention in MD&A. The presence
and use of an ERM system is something that many entities include in the
MD&A section of their financial statements. This provides investors, analysts,
and rating agencies with a better picture and more insight into the goals of the
entity.
.49 A strong ERM system, or the lack thereof, is an important consideration for an external auditor when understanding and assessing the entity's
environment, internal control, and corporate governance, in addition to the
overall audit risk. Further, the risk-based approach of current auditing has
nurtured the concept of an effective financial statement audit being intertwined with business risks and, therefore, ERM. Business risks of any nature ultimately affect the risk of misstatement in the financial statements. In
many entities, an internal auditor conducts an audit on the effectiveness of the
framework by examining that the risk management practices defined in the
framework are in use and operating as expected. In all entities, management
is the owner of the ERM framework and surrounding processes.
.50 Additional information about ERM can be obtained from the Committee of Sponsoring Organizations of the Treadway Commission (COSO's)
website at www.coso.org.

Supplementary and Other Information Related
to Financial Statements
.51 In February 2010, the AICPA Auditing Standards Board (ASB) issued
a trio of auditing standards related to the auditor's responsibility for other
information, supplementary information, and required supplementary information. These three standards amend AU sections 550A, Other Information in
Documents Containing Audited Financial Statements; 551A, Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted
Documents; and 558A, Required Supplementary Information (AICPA, Professional Standards). All three standards are effective for audits of financial statements for periods beginning on or after December 15, 2010.

Other Information in Documents Containing Audited
Financial Statements
.52 Statement on Auditing Standards (SAS) No. 118, Other Information
in Documents Containing Audited Financial Statements (AICPA, Professional
Standards, AU sec. 550), addresses the auditor's responsibility in relation to
other information in documents containing audited financial statements and
the auditor's report thereon. In this SAS, other information is defined as financial and nonfinancial information (other than the financial statements and
the auditor's report thereon) that is included in a document containing audited
financial statements and the auditor's report thereon, excluding required supplementary information. Documents containing audited financial statements
refers to annual reports (or similar documents) that are issued to owners
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(or similar stakeholders) and annual reports of governments and organizations for charitable or philanthropic purposes that are available to the public
that contain audited financial statements and the auditor's report thereon.
This SAS establishes the requirement for the auditor to read the other information of which the auditor is aware because the credibility of the audited
financial statements may be undermined by material inconsistencies between
the audited financial statements and other information. This SAS also may
be applied, adapted as necessary in the circumstances, to other documents to
which the auditor, at management's request, devotes attention.

Supplementary Information in Relation to the Financial Statements
as a Whole
.53 SAS No. 119, Supplementary Information in Relation to the Financial
Statements as a Whole (AICPA, Professional Standards, AU sec. 551), addresses
the auditor's responsibility when engaged to report on whether supplementary
information is fairly stated, in all material respects, in relation to the financial statements as a whole. For purposes of generally accepted auditing standards (GAAS), supplementary information is defined as information presented
outside the basic financial statements, excluding required supplementary information that is not considered necessary for the financial statements to be
fairly presented in accordance with the applicable financial reporting framework. Such information may be presented in a document containing the audited
financial statements or separate from the financial statements.
.54 The information covered by this SAS is presented outside the basic
financial statements and is not considered necessary for the financial statements to be fairly presented in accordance with the applicable financial reporting framework. This SAS also may be applied, with the report wording adapted
as necessary, when an auditor has been engaged to report on whether required
supplementary information is fairly stated, in all material respects, in relation
to the financial statements as a whole.

Required Supplementary Information
.55 SAS No. 120, Required Supplementary Information (AICPA, Professional Standards, AU sec. 558), addresses the auditor's responsibility with
respect to required supplementary information. The SAS defines required supplementary information as information that a designated accounting standard
setter requires to accompany an entity's basic financial statements. Required
supplementary information is not part of the basic financial statements; however, a designated accounting standard setter considers the information to be
an essential part of financial reporting for placing the basic financial statements in an appropriate operational, economic, or historical context. In addition, authoritative guidelines for the methods of measurement and presentation of the information have been established. In the absence of any separate
requirement in the particular circumstances of the engagement, the auditor's
opinion on the basic financial statements does not cover required supplementary information. SAS No. 120 explains that the objectives of the auditor, when
a designated accounting standard setter requires information to accompany
an entity's basic financial statements, are to perform specified procedures in
order to

r
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communicate therein when some or all of the required supplementary information has not been presented in accordance with
guidelines established by a designated accounting standard setter or when the auditor has identified material modifications that
should be made to the required supplementary information for it
to be in accordance with guidelines established by the designated
accounting standard setter.

Interim Financial Information
.56 In February 2011, the ASB issued SAS No. 121, Revised Applicability
of Statement on Auditing Standards No. 100, Interim Financial Information
(AICPA, Professional Standards, AU sec. 722 par. .05), which further amends
SAS No. 100 by amending paragraph .05 of AU section 722, Interim Financial
Information, such that AU section 722 would be applicable when the accountant, who audited the entity's latest financial statements, expects a new auditor
to be appointed for the current year audit, but the appointment of another accountant to audit the current year financial statements is not effective prior
to the beginning of the period covered by the review. This SAS is effective for
reviews of interim financial information for interim periods beginning after
December 15, 2011. Early adoption is permitted.

Auditing Fair Value Measurements
.57 In addition to understanding the looming questions relative to accounting for fair value measurements, auditors should be aware of audit issues
involving fair value measurements. Particular assets, liabilities, and components of equity are measured or disclosed at fair value in the financial statements, and it is management's responsibility to make the fair value measurements and disclosures. When auditing these fair values to ensure they are in
conformity with accounting principles generally accepted in the United States
of America (U.S. GAAP), auditors should consult AU section 328, Auditing
Fair Value Measurements and Disclosures (AICPA, Professional Standards),
which establishes standards and provides guidance for auditors. Specific types
of fair value measurements are not covered by AU section 328. For example,
when auditing the fair value of derivatives and securities, refer to AU section
332, Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities (AICPA, Professional Standards).
.58 In regard to analyzing the sufficiency of the audit evidence, the
strongest audit evidence to support a fair value measurement is an observable
price in an active market. If that is not available, a valuation method should
incorporate market-based assumptions that market participants would use in
their estimates when that information is available without undue cost and
effort. If information about market participant assumptions is not available,
management may use its own assumptions as long as there are no contrary
data indicating that market participants would use different assumptions. The
auditor should obtain an understanding of the entity's process for determining
fair values, as well as whether the fair value measurements and disclosures
are in accordance with U.S. GAAP. When obtaining an understanding of the
entity's process for determining fair value measurements and disclosures, the
auditor considers, for example

r

controls over the process used to determine fair value measurements.
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the expertise and experience of those persons determining the fair
value measurements.
the extent to which management's process relies on a service organization to provide fair value measurements or the data that
supports the measurements.
the process used to develop and apply management assumptions,
including whether management used available market information to develop the assumptions.

.59 According to paragraph .23 of AU section 328, substantive tests of
the fair value measurements may involve (a) testing management's significant
assumptions, the valuation model, and the underlying data; (b) developing
independent fair value estimates for corroborative purposes; or (c) reviewing
subsequent events and transactions. Paragraph .26 also notes that when testing the fair value measurements and disclosures, the auditor should evaluate whether management's assumptions are reasonable and reflect, or are
not inconsistent with, market information. According to Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 820,
Fair Value Measurements and Disclosures, this may include evaluating the
following:

r

r
r

r

Whether a significant decrease has occurred in the volume and
level of activity for the asset or liability when compared with
normal market activity, which may include consideration of the
number of recent transactions, the date of the most recent price
quotes, consistency among price quotes, increases in implied liquidity risk premiums, increases in the bid-ask spread, and the
amount of publicly available information.
Whether the transaction was an orderly transaction, which may
include consideration of the seller's financial condition, the counterparty credit position, the exposure to the market during the
marketing period, and the actual transaction price.
The reasonableness of the underlying assumptions, which may include consideration of the use of pricing services, the assumptions
used by the pricing service, and the extent of testing required to
verify the reasonableness of the prices provided. (For example,
the auditor should understand whether the fair value measurement was determined using quoted prices from an active market,
observable inputs, or fair value measurements based on a model.
If the price is not based on quoted prices from an active market or
observable inputs, the auditor should obtain an understanding of
the model used by the pricing service and evaluate whether the assumptions are reasonable [see the following section for additional
information on pricing services].)
The reasonableness of the determination within the fair value
hierarchy of inputs.

Fair Values of Securities
.60 The guidance in AU section 332 relating to auditing the fair value of
securities is fairly similar to the guidance in AU section 328; however, there
are some items of note for the auditor. As previously mentioned, quoted market
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prices in active markets are the best available audit evidence to support fair
values; however, when quoted market prices are unavailable and the valuations of securities are obtained from a broker-dealer or another pricing service, the auditor should understand the method used by the broker-dealer
or pricing service to estimate the fair value measurement (such as a pricing model, cash flow projection, or other method). These fair value estimates
also may be based on quoted prices from an active market for similar securities or other observable inputs or may be based on valuation models that
will be a consideration on the auditor's procedures. The auditor should evaluate the methods and assumptions used by the pricing service to estimate fair
value to determine whether those methods and assumptions are consistent
with the requirements of generally accepted accounting principles (GAAP) (as
discussed in FASB ASC 820-10-35). The auditor also may determine that it is
necessary to obtain quotes from more than one pricing source based on circumstances, such as an existing relationship between the entity and the valuing
entity and the pricing source, which could inhibit objective pricing, and underlying significant valuation assumptions that are highly subjective. In the
context of FASB ASC 820, quoted prices in active markets are considered level 1
inputs.
.61 Substantive testing procedures on management's assertions about fair
value determined by a model may include the following:

r
r
r
r
r

Assessing the reasonableness and appropriateness of the model
Assessing the reasonableness and appropriateness of the assumptions used
Comparing management's assumptions with observable data,
such as industry reports or benchmarks
Calculating the value using a model developed by the auditor or
a specialist engaged by the auditor to determine an independent
expectation to corroborate the reasonableness of the value calculated by the entity
Comparing the fair value with subsequent or recent transactions

.62 Whether the inputs to the entity's valuation model are observable determines their characterization as level 2 or level 3 inputs, respectively, within
FASB ASC 820-10-35. When extensive judgment is needed, consider using a
specialist or refer to AU sections 328 and 342, Auditing Accounting Estimates
(AICPA, Professional Standards). Additionally, when the underlying collateral of a security significantly contributes to its fair value and collectability,
evidence of the collateral also should be examined for existence, fair value,
transferability, and the investor's right to the collateral.
.63 Paragraph .19 of AU section 328 also notes that the auditor should
evaluate whether the entity's method for determining fair value measurements
is applied consistently and, if so, whether the consistency is appropriate considering possible changes in the environment or circumstances affecting the
entity or changes in accounting principles.
.64 The auditor also should evaluate management's conclusions regarding
other-than-temporary impairment (OTTI) on its equity and debt securities.
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Examples of factors that could cause OTTI for equity securities, per paragraph
.47 of AU section 332, include the following:

r

Fair value is significantly below cost and
— the decline is attributable to adverse conditions specifically
related to the security or to specific conditions in an industry
or in a geographic area.
— the decline has existed for an extended period of time.

r
r
r
r

— management does not possess both the intent and the ability
to hold the security for a period of time sufficient to allow for
any anticipated recovery in fair value.
The security has been downgraded by a rating agency.
The financial condition of the issuer has deteriorated.
Dividends have been reduced or eliminated, or scheduled interest
payments have not been made.
The entity recorded losses from the security subsequent to the end
of the reporting period.

.65 Auditors should consider all facts and circumstances when determining if OTTI has occurred for an equity security. Additionally, certain securities
are required to be classified into categories according to management's intent
and ability, such as held-to-maturity. The auditor should obtain an understanding of management's classification process among trading, available-for-sale,
and held-to-maturity, as well as consider the classifications in light of the entity's current financial position.

Auditing Accounting Estimates
.66 As noted in paragraph .04 of AU section 342, the auditor is responsible
for evaluating the reasonableness of accounting estimates made by management in the context of the financial statements as a whole. Although this alert
has discussed fair value measurements at length, it is important to remember many types of accounting estimates exist in financial statements. Some
examples include the allowance for loan losses, loan servicing rights, OTTI of
securities, impairment analyses and estimated good will and other intangibles
and useful lives of long-lived assets, valuation allowance for deferred tax assets, uncertain tax positions, and actuarial assumptions in pension and other
postretirement benefit costs.
.67 Given the continuing economic climate, additional skepticism should
be exercised when considering management's underlying assumptions used
in accounting estimates. When evaluating accounting estimates, the auditor
should consider both the subjective and objective factors with professional skepticism. As discussed in paragraph .09 of AU section 342, the auditor normally
concentrates on key factors and assumptions that are significant to the accounting estimate, sensitive to variations, deviations from historical patterns,
or subjective and susceptible to misstatement and bias.
.68 It is important to consider whether historical patterns are still applicable. For example, in the current market, new patterns may emerge. In
this economic climate, with possible increasing pressure on management to
meet earnings expectations, the determination of the reasonableness of management's accounting estimates would be made with a heightened level of
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professional skepticism. As noted by AU section 316, Consideration of Fraud
in a Financial Statement Audit (AICPA, Professional Standards), when assessing audit differences between client estimates and audit estimates, even
if they are individually reasonable, an auditor should consider whether these
differences are indicative of possible bias by management. If so, the auditor
should reconsider the estimates as a whole.
.69 The auditor should obtain an understanding of how management develops estimates and should employ one of the approaches outlined in paragraph .10 of AU section 342 in testing that process. In reviewing and testing
management's process, the auditor may consider identifying controls around
this process and determining if the underlying data used for the estimate are
reliable and used appropriately. Alternatively, the auditor may develop an estimate and compare it to management's estimate. Lastly, the auditor may review
subsequent events or transactions occurring prior to the date of the auditor's
report. Further, as noted in AU section 316, hindsight may provide the auditor
additional insight into the existence of management bias. For further details
on auditing estimates, see AU section 342.

Consideration of an Entity’s Ability to Continue
as a Going Concern
.70 The consideration of an entity's ability to continue as a going concern is required in every audit performed under GAAS and continues to be
an especially important consideration in the current state of the economy, as
discussed in the "Reporting Trends" section of this alert. An entity's ability to
continue as a going concern is affected by many factors, such as the industry
and geographic area in which it operates, the financial health of its customers
and suppliers, and its accessibility to financing.
.71 As explained by paragraph .02 of AU section 341, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards), the auditor's evaluation is based on his or her knowledge of
relevant conditions and events that exist at, or have occurred prior to, the date
of the auditor's report. Therefore, this is an ongoing evaluation that extends
through the date of the auditor's report.
.72 The auditor has a responsibility to evaluate whether there is a substantial doubt about the entity's ability to continue as a going concern for
a reasonable period of time. AU section 341 notes that a reasonable period
of time is a period not to exceed one year beyond the date of the financial
statements being audited. Audit teams may find it useful to have preliminary
discussions about going concern considerations during engagement planning
meetings; however, as noted in AU section 341, it is not necessary to design
audit procedures around specifically identifying the possibility of a going concern issue because results of typical audit procedures should illuminate any
indicators. These procedures may consist of analytical procedures, review of
subsequent events, review of compliance with financing agreements, review of
board minutes, inquiry of legal counsel, and confirmation with related third
parties of the details of arrangements to provide or maintain financial support.
.73 If the auditor believes that a substantial doubt about the entity's
ability to continue as a going concern exists, the next steps are to obtain management's plans to mitigate the effect of such conditions and then assess the
likelihood that these plans can be implemented effectively. If, after considering
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management's plan, an auditor determines that a substantial doubt about an
entity's ability to continue as a going concern for a reasonable period of time
remains, the auditor should communicate with those charged with governance
of the entity, in accordance with AU section 341. In that instance, the auditor
also should consider the effects on the entity's financial statements and the
adequacy of the related disclosure, and an explanatory paragraph should be
added to the audit report following the opinion paragraph. Alternatively, if
management's plan mitigates the risk of the entity's inability to continue as
a going concern, the auditor should consider disclosing the primary conditions
that gave rise to the initial doubt and management's plans. These disclosures
are especially important for financial statement users to fully comprehend the
entity's financial strength and ability to continue as a going concern.
.74 The auditor's assessment of whether an entity's ability to continue as
a going concern may have a significant impact on an entity's business, either if
it is a going concern or if it is not. Because the auditor's professional judgment
is frequently the basis for whether a going concern issue exists, it is important
that the auditor carefully consider the impact of his or her judgment on the
users of the client's financial statements and to what extent management's
plans may have alleviated the substantial doubt about the entity's ability to
continue as a going concern for a reasonable period of time. Further, a premature going concern paragraph may have detrimental effects on an entity and
become a self-fulfilling prophecy.

Service Organizations
.75 Since 1992, SAS No. 70, Service Organizations (AICPA, Professional
Standards, AU sec. 324), has been the authoritative standard on requirements
and guidance for reporting on controls at service organizations and auditing
the financial statements of entities that use service organizations to accomplish
tasks that may affect their financial statements. This guidance has now been
split into an attestation standard and an auditing standard to better reflect the
nature of the work being performed. Statement on Standards for Attestation
Engagements (SSAE) No. 16, Reporting on Controls at a Service Organization
(AICPA, Professional Standards, AT sec. 801), contains the requirements for
performance of the examination and reporting on controls at service organizations that are relevant to user entities' internal control over financial reporting.
SSAE No. 16 is effective for service auditor's reports for periods ending on or
after June 15, 2011, with earlier implementation permitted. Until the new SAS
is effective, user auditors will still use the guidance currently contained in AU
section 324. Once the new SAS becomes effective, it will replace the guidance
for user auditors currently in AU section 324. SSAE No. 16 is based on the
International Auditing and Assurance Standards Board's (IAASB's) International Standard on Assurance Engagements No. 3402, Assurance Reports on
Controls at a Service Organization, and the new SAS is based on the IAASB's
International Standard on Auditing (ISA) 402, Audit Considerations Relating
to an Entity Using a Service Organization.
.76 A finalized clarified SAS on service organizations, Audit Considerations Relating to an Entity Using a Service Organization (AICPA, Professional
Standards, AU-C sec. 402), will supersede SAS No. 70 and addresses the user
auditor's responsibility for obtaining sufficient appropriate audit evidence in
an audit of the financial statements of a user entity that uses one or more
service organizations. This SAS will be effective for audits of financial statements for periods ending on or after December 15, 2012. To make practitioners
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aware of the various professional standards available to them for examining
and reporting on controls at a service organization and help practitioners select
the appropriate standard and related report for a particular engagement, the
AICPA has introduced a series of three different service organization control
(SOC) reports (SOC 1, SOC 2, and SOC 3). This series encompasses new SSAE
No. 16, which retains the original purpose of SAS No. 70, and adds two new
reporting options.
.77 The following are highlights of the three reporting options:

r

r

r

SOC 1 report. An engagement performed under SSAE No. 16 in
which a service auditor reports on controls at a service organization that may be relevant to user entities' internal control over
financial reporting. A type 2 report is the same as a type 1 report,
which reports on the fairness of the presentation of management's
description of the service organization's system and the suitability of the design of controls, but also contains a detailed description of the service auditor's tests of controls and results thereof.
Use of the report is restricted to specified parties. It is primarily
used by user auditors. The AICPA Guide Service Organizations:
Applying SSAE No. 16, Reporting on Controls at a Service Organization (SOC 1) contains guidance to assist service auditors in
performing and reporting on these engagements.
SOC 2 report. An engagement performed under AT section 101,
Attest Engagements (AICPA, Professional Standards), in which a
service auditor reports on controls at a service organization other
than those relevant to user entities' internal control over financial
reporting (specifically, controls at a service organization relevant
to security, availability, processing integrity, confidentiality, or
privacy). A type 2 report is the same as a type 1 report, which
reports on the fairness of the presentation of management's description of the service organization's system and the suitability
of the design of controls in meeting the applicable trust services
criteria, but also contains a detailed description of the service auditor's tests of controls and results thereof. The criteria for these
engagements are contained in TSP section 100, Trust Services
Principles Criteria and Illustrations (AICPA, Technical Practice
Aids). The AICPA Guide Reporting on Controls at a Service Organization Relevant to Security, Availability, Processing Integrity,
Confidentiality, or Privacy (SOC 2) contains guidance to assist service auditors in performing and reporting on these engagements.
SOC 3 report. An engagement performed under AT section 101 in
which a service auditor reports on whether an entity maintained
effective controls over its system as it relates to the principle being
reported on, such as security, availability, processing integrity,
confidentiality, or privacy. It does not contain a description of
the service auditor's tests and results. The criteria and additional
guidance for these engagements are contained in TSP section 100.
These are general-use reports.

Compilation and Review Engagements
.78 The recently developed AICPA Guide Compilation and Review Engagements provides information on implementing Statement on Standards for

ARA-GEN .78

20

Audit Risk Alert

Accounting and Review Services No. 19, Compilation and Review Engagements
(AICPA, Professional Standards) and other professional standards. It also includes illustrative engagement and representation letters, sample compilation
and review reports, detailed illustrations, and case studies. This guide is available electronically and in paperback on www.cpa2biz.com.

PCAOB Auditing Standards on Risk Assessment
.79 In August 2010, the PCAOB adopted a suite of eight auditing standards related to the auditor's assessment of, and response to, risk in an audit.
These standards were initially proposed in late 2008 and reproposed in late
2009. These risk assessment standards are intended to benefit investors by
setting forth requirements that the PCAOB believes will enhance the effectiveness of the auditor's assessment of, and response to, the risks of material
misstatement in the financial statements. They are applicable to audit procedures spanning from the initial planning stages of the audit to the evaluation
of the audit results. Changes in the risk assessment standards are intended to
enhance integration of the audit of financial statements with the audit of internal control over financial reporting by articulating a process for identifying
and assessing risks of material misstatements that apply to both portions of
the integrated audit.
.80 The new auditing standards, with a brief description of each, are as
follows:

r
r
r

r
r
r
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Auditing Standard No. 8, Audit Risk, discusses the auditor's consideration of audit risk in both an integrated audit and an audit
of financial statements only. It describes the components of audit
risk and the auditor's responsibilities for reducing it to an appropriately low level.
Auditing Standard No. 9, Audit Planning, establishes requirements for planning an audit, such as assessing important matters
and establishing an appropriate audit strategy.
Auditing Standard No. 10, Supervision of the Audit Engagement,
applies to the engagement partner and other team members who
supervise during the audit. It sets forth requirements for supervision of the audit engagement and the work of other engagement
members. Related to this topic, the PCAOB also issued a release
discussing the SOX provision that authorizes the PCAOB to impose sanctions on registered public accounting firms and their supervisory personnel for failing to reasonably supervise associated
persons.
Auditing Standard No. 11, Consideration of Materiality in Planning and Performing an Audit, establishes requirements regarding the auditor's responsibilities for consideration of materiality
in planning and performing an audit.
Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement, establishes requirements regarding the process of identifying and assessing risks of material misstatement
of the financial statements.
Auditing Standard No. 13, The Auditor's Responses to the Risks of
Material Misstatement, establishes requirements for responding
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to the identified risks of material misstatement through appropriate overall audit responses and audit procedures.
Auditing Standard No. 14, Evaluating Audit Results, establishes requirements for evaluating audit results and determining
whether sufficient appropriate audit evidence was obtained.
Auditing Standard No. 15, Audit Evidence, discusses what constitutes audit evidence and establishes requirements for designing
and performing audit procedures to obtain sufficient appropriate
audit evidence to support the opinion expressed in the auditor's
report.
.81 These risk assessment standards have superseded the following six
PCAOB interim standards and related amendments: AU section 311, Planning
and Supervision; AU section 312, Audit Risk and Materiality in Conducting an
Audit; AU section 313, Substantive Tests Prior to the Balance Sheet Date; AU
section 319, Consideration of Internal Control in a Financial Statement Audit;
AU section 326, Evidential Matter; and AU section 431, Adequacy of Disclosure in Financial Statements (AICPA, PCAOB Standards and Related Rules,
Interim Standards). The standards are effective for audits of fiscal periods
beginning on or after December 15, 2010.

r
r

PCAOB Practice Alert on Litigation and Other Contingencies
Arising From Mortgage and Other Loan Activities
.82 In December 2010, the PCAOB issued Staff Audit Practice Alert
No. 7, Auditor Considerations of Litigation and Other Contingencies Arising
From Mortgage and Other Loan Activities (AICPA, PCAOB Standards and
Related Rules, PCAOB Staff Guidance), in response to allegations that banks
might have misrepresented the quality of mortgages sold, which could put the
banks at risk of being required to repurchase the affected mortgages. Additionally, allegations were made that companies servicing $6.4 trillion in American mortgages had possibly bypassed legally required steps when foreclosing
on homes. This practice alert advises auditors to be aware that the potential risks and costs associated with mortgage and foreclosure-related activities or exposures could have implications for audits of financial statements
or of internal control over financial reporting regarding these implications.
These implications might include accounting for litigation or other loss contingencies and the related disclosures. Practice Alert No. 7 can be accessed at
http://pcaobus.org/Standards/QandA/2010-12-20 SAPA 7.pdf.

Accounting Issues and Developments
Business Combinations—Supplementary Pro Forma Information
.83 In December 2010, FASB issued Accounting Standards Update (ASU)
No. 2010-29, Business Combinations (Topic 805): Disclosure of Supplementary
Pro Forma Information for Business Combinations (a consensus of the FASB
Emerging Issues Task Force). This ASU affects any public entity as defined
by FASB ASC 805, Business Combinations, that enters into business combinations that are material on an individual or an aggregate basis. If a public
entity presents comparative financial statements, the entity should disclose
revenue and earnings of the combined entity as though the business combination(s) that occurred during the current year had occurred as of the beginning
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of the comparable prior annual reporting period only. Also, the supplemental
pro forma disclosures under FASB ASC 805 should include a description of
the nature and amount of material, nonrecurring pro forma adjustments directly attributable to the business combination included in the reported pro
forma revenue and earnings. This ASU is effective for business combinations
for which the acquisition date is on or after the beginning of the first annual
reporting period beginning on or after December 15, 2010.

SEC Work Plan for Consideration of IFRSs
.84 In July 2011, the SEC held a roundtable discussion on IFRSs and how
they ultimately may be incorporated into the U.S. financial reporting system.
Although the SEC has not yet made a decision on whether or not to approve the
use of IFRSs, a decision is expected by the end of the year. In the meantime, the
SEC staff produced a work plan in May 2011 outlining how such a transition
might happen. Many of the panelists favored the "condorsement" approach that
was included in the work plan. Under this approach, FASB would endorse new
IFRSs one at a time as part of the convergence process, instead of following a
"Big Bang" approach.
.85 Among other things, the work plan addresses some of the comments
and concerns received on the roadmap, including the following:

r
r
r
r
r
r

Sufficient development and application of IFRSs for the U.S. reporting system
The independence of standard setting for the benefit of investors
Investor understanding and education regarding IFRSs
Examination of the U.S. regulatory environment that would be
affected by a change in accounting standards
The impact on issuers, both large and small, including changes to
accounting systems, changes to contractual arrangements, corporate governance considerations, and litigation contingencies
Human capital readiness

.86 In response to an SEC Staff Paper issued in May 2011, the AICPA
issued a comment letter in August 2011, recommending that U.S. public companies be allowed the option of adopting use of IFRSs as the commission weighs
a possible future framework for incorporating IFRSs into the U.S. financial reporting system. Paul V. Stahlin, AICPA chairman, and Barry C. Melancon,
AICPA president and CEO, said
An adoption option would provide a level of consistency in the treatment of U.S. companies and foreign private issuers that report under
IFRSs that does not exist today, and would facilitate the comparison of U.S. companies that elect IFRSs with their non-U.S. competitors that use IFRSs. Furthermore, giving U.S. companies an option to
adopt IFRSs as issued by the IASB would be another important step
towards achieving the goal of incorporating IFRSs into the U.S. financial reporting system. Anecdotal evidence suggests that the number
of companies that would choose such an option would not be such that
system-wide readiness would become an issue.
.87 The comment letter further states their agreement with the SEC in
that FASB should continue to have an active role in the international financial
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reporting arena to ensure that U.S. interests are suitably addressed in the
development of IFRSs.

International Financial Reporting Standard for Small
and Medium-Sized Entities
.88 IFRS for Small and Medium-Sized Entities (IFRS for SMEs) is an
approximately 230-page significantly reduced and simplified version of full
IFRSs. In creating IFRS for SMEs, the IASB eliminated many accounting topics
that generally are not relevant to private companies (for example, earnings per
share and segment reporting), easing the financial reporting burden on private
companies through a cost-benefit approach. IFRS for SMEs is a self-contained
global accounting and financial reporting standard applicable to the general
purpose financial statements of, and other financial reporting by, entities that
are known in many countries as SMEs.
.89 Some U.S. private companies may find the simplified IFRS for SMEs
an attractive alternative to the more complicated and voluminous U.S. GAAP.
Those private companies may find IFRS for SMEs to be a more relevant and
less costly financial accounting and reporting standard than U.S. GAAP. Being
based on full IFRSs and missing many accounting topics, IFRS for SMEs, therefore, differs from U.S. GAAP in a variety of areas. Some of the key differences
under IFRS for SMEs are the following:

r
r
r
r
r
r
r

Disclosures are simplified in a number of areas including pensions, leases, and financial instruments.
Last in, first out (LIFO) is prohibited.
Goodwill and indefinite life intangible assets are amortized over
a period not exceeding 10 years.
Depreciation is based on a components approach.
The temporary difference approach to income tax accounting is
simplified.
Reversal of impairment charges, if certain criteria are met, is
allowed.
Accounting for financial assets and liabilities makes greater use
of cost.

.90 To further reduce the burden for SMEs, revisions to the IFRSs will be
limited to once every three years. Additional information about IFRS for SMEs
and related IASB activities can be found at www.ifrs.com.

Deferral of the Effective Date for Troubled Debt Restructuring
.91 In January 2011, FASB issued ASU No. 2011-01, Receivables (Topic
310): Deferral of the Effective Date of Disclosures about Troubled Debt Restructurings in Update 2010-20. This ASU temporarily delays the effective date for
all public-entity creditors that modify financing receivables within the scope
of the disclosure requirements about troubled debt restructurings in ASU No.
2010-20. This ASU is effective as of January 2011.

Disclosures About Credit Quality and Allowance for Credit Losses
.92 In July 2010, FASB issued ASU No. 2010-20, Receivables (Topic 310):
Disclosures about the Credit Quality of Financing Receivables and the Allowance for Credit Losses, which requires an entity to provide a greater level of
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disaggregated information about the credit quality of its financing receivables
and its allowance for credit losses. The ASU amends the existing disclosures
to require an entity to provide the following disclosures about its financing
receivables on a disaggregated basis:

r

r
r

A rollforward schedule of the allowance for credit losses from the
beginning of the reporting period to the end of the reporting period on a portfolio segment basis, with the ending balance further
disaggregated on the basis of the impairment method. For each
disaggregated ending balance, the related recorded investment in
financing receivables should also be disclosed.
The nonaccrual status of financing receivables by class of financing receivables.
Impaired financing receivables by class of financing receivables.

.93 The amendments in this ASU require an entity to provide the following
additional disclosures about its financing receivables:

r
r
r
r
r

Credit quality indicators of financing receivables at the end of the
reporting period by class of financing receivables (see FASB ASC
310-10-55-19 for examples of credit quality indicators)
The aging of past due financing receivables at the end of the reporting period by class of financing receivables
The nature and extent of troubled debt restructurings that occurred during the period by class of financing receivables and
their effect on the allowance for credit losses
The nature and extent of financing receivables modified as troubled debt restructurings within the previous 12 months that defaulted during the reporting period by class of financing receivables and their effect on the allowance for credit losses
Significant purchases and sales of financing receivables during
the reporting period disaggregated by portfolio segment

.94 An entity must also describe, by portfolio segment, its accounting
policies and methodology used to estimate its allowance for credit losses, including the identification of any changes to the entity's accounting policies or
methodology from the prior period and the entity's rationale for the change.
.95 The amendments in this ASU apply to all entities with financing receivables. Examples of financing receivables include loans, trade receivables,
notes receivable, and receivables relating to a lessor's leveraged, direct financing, and sales-type leases. See paragraphs 13–15 of FASB ASC 310-10-55 for
more information on the definition of financing receivable, including a list of
items that are excluded from the definition (for example, debt securities). In addition, paragraphs 7–12 of FASB ASC 310-10-55 illustrate certain disclosures
required by this ASU.
.96 For public entities, the disclosures as of the end of a reporting period
are effective for interim and annual reporting periods ending on or after December 15, 2010. The disclosures about activity that occurs during a reporting
period are effective for interim and annual reporting periods beginning on or
after December 15, 2010. Note that ASU No. 2011-01, effective January 2011,
temporarily delays the effective date for all public-entity creditors that modify
financing receivables within the scope of the disclosure requirements about
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troubled debt restructurings in ASU No. 2010-20. For nonpublic entities, the
disclosures are effective for annual reporting periods ending on or after December 15, 2011.

Embedded Credit Derivatives
.97 In March 2010, FASB issued ASU No. 2010-11, Derivatives and Hedging (Topic 815): Scope Exception Related to Embedded Credit Derivatives, to
address questions that have arisen in practice about the intended breadth of
the embedded credit scope exception discussed in paragraphs 8–9 of FASB ASC
815-15-15. ASU No. 2010-11 clarifies the aforementioned scope exception for
embedded credit derivative features related to the transfer of credit risk in
the form of subordination of one financial instrument to another. This ASU
addresses how to determine which credit derivative features, including those
in collateralized debt obligations and synthetic collateralized debt obligations
are considered to be embedded derivatives that should not be analyzed under
FASB ASC 815-15-25 for potential bifurcation and separate accounting. Further, the ASU explains that upon initial adoption of its amendments, an entity
may elect the fair value option for any investment in a beneficial interest in a
securitized financial asset. The amendments in this ASU are effective for each
reporting entity at the beginning of its first fiscal quarter beginning after June
15, 2010.

Fair Value Measurements
Improving Disclosures
.98 FASB ASU No. 2010-06, Fair Value Measurements and Disclosures
(Topic 820): Improving Disclosures about Fair Value Measurements, was issued
to increase the transparency in financial reporting of fair value measurements.
FASB noted that due to the different degrees of subjectivity and reliability
on level 1, level 2, and level 3 fair value measurements, information about
significant transfers between the three levels and the underlying reasons for
such transfers would be useful to financial statements users.
.99 This ASU amends FASB ASC 820-10 to require the following new
disclosures:

r
r

Transfers in and out of levels 1 and 2. A reporting entity should
disclose separately the amounts of significant transfers in and out
of level 1 and level 2 fair value measurements and describe the
reasons for the transfers.
Activity in level 3 fair value measurements. In the reconciliation for
fair value measurements using significant unobservable inputs
(level 3), a reporting entity should present separately information
about purchases, sales, issuances, and settlements (that is, on a
gross basis rather than as one net number).

.100 Additionally, the ASU amends FASB ASC 820-10 to clarify certain
existing disclosures as follows:

r

Level of disaggregation. A reporting entity should provide fair
value measurement disclosures for each class of assets and liabilities. A class is often a subset of assets or liabilities within a
line item in the statement of financial position. A reporting entity
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needs to use judgment in determining the appropriate classes of
assets and liabilities.
Disclosures about inputs and valuation techniques. A reporting
entity should provide disclosures about the valuation techniques
and inputs used to measure fair value for both recurring and
nonrecurring fair value measurements. Those disclosures are required for fair value measurements that fall in either level 2 or
level 3.

.101 The amendments in ASU No. 2010-06 are effective for interim and
annual reporting periods beginning after December 15, 2009, except for the disclosures about purchases, sales, issuances, and settlements in the rollforward
of activity in level 3 fair value measurements. Those disclosures are effective
for fiscal years beginning after December 15, 2010, and for interim periods
within those fiscal years.

Achieving Common Fair Value Measurement and Disclosure
Requirements
.102 In May 2011, FASB issued ASU No. 2011-04, Fair Value Measurement (Topic 820): Amendments to Achieve Common Fair Value Measurement
and Disclosure Requirements in U.S. GAAP and IFRSs. This ASU applies to all
reporting entities that are required or permitted to measure or disclose the fair
value of an asset, a liability, or an instrument classified in a reporting entity's
shareholders' equity in the financial statements. The amendments in this ASU
result in common fair value measurement and disclosure requirements in U.S.
GAAP and IFRSs. Consequently, the amendments change the wording used
to describe many of the requirements in U.S. GAAP for measuring fair value
and for disclosing information about fair value measurements. For many of
the requirements, FASB ASC 820 will remain unchanged. Some of the amendments clarify the application of existing fair value measurement requirements.
Others change a particular principle or requirement for measuring fair value
or for disclosing information about fair value measurements.
.103 Some of the disclosures in this ASU that are not required for nonpublic entities include the following:
a. Information about transfers between level 1 and level 2 of the fair
value hierarchy
b. Information about the sensitivity of a fair value measurement categorized within level 3 of the fair value hierarchy to changes in
unobservable inputs and any interrelationships between those unobservable inputs
c. The categorization by level of the fair value hierarchy for items
that are not measured at fair value in the statement of financial
position, but for which the fair value of such items is required to be
disclosed
.104 This ASU is effective for interim and annual periods beginning after
December 15, 2011.

Goodwill Impairment Test
.105 In December 2010, FASB issued ASU No. 2010-28, Intangibles—
Goodwill and Other (Topic 350): When to Perform Step 2 of the Goodwill Impairment Test for Reporting Units with Zero or Negative Carrying Amounts
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(a consensus of the FASB Emerging Issues Task Force). This ASU affects all entities that have recognized goodwill and have one or more reporting units whose
carrying amount for purposes of performing Step 1 of the goodwill impairment
test is zero or negative. For those reporting units, an entity is required to perform Step 2 of the goodwill impairment test if is more likely than not that a
goodwill impairment exists. In making that determination, an entity should
consider whether there are any adverse qualitative factors indicating the existence of an impairment. Paragraph 30 of FASB ASC 350-20-35 identifies those
qualitative factors and requires that goodwill of a reporting unit be tested for
impairment between annual tests if an event occurs or circumstances change
that would more likely than not reduce the fair value of a reporting unit below its carrying amount. This ASU is effective for public entities for fiscal
years beginning after December 15, 2010, and effective for nonissuers for fiscal
years beginning after December 15, 2011, with early adoption permitted for
nonissuers.
.106 In addition, on August 10, 2011, FASB approved a revised accounting standard intended to simplify how an entity tests goodwill for impairment.
The amendments will allow an entity to first assess qualitative factors to determine whether it is necessary to perform the two-step quantitative goodwill
impairment test. An entity will no longer be required to calculate the fair value
of a reporting unit unless the entity determines, based on a qualitative assessment, that it is more likely than not that its fair value is less than its carrying
amount. The amendments will be effective for annual and interim goodwill impairment tests performed for fiscal years beginning after December 15, 2011,
with early adoption permitted. FASB expects to issue a final ASU in September
2011. Readers should be alert to the issuance of this ASU.

Milestone Method of Revenue Recognition
.107 In April 2010, FASB issued ASU No. 2010-17, Revenue Recognition—
Milestone Method (Topic 605): Milestone Method of Revenue Recognition (a
consensus of the FASB Emerging Issues Task Force). This ASU provides guidance on the criteria that should be met for determining whether the milestone
method of revenue recognition is appropriate. A vendor can recognize consideration that is contingent upon achievement of a milestone in its entirety as
revenue in the period in which the milestone is achieved only if the milestone
meets all criteria considered to be substantive (which must be determined at
the inception of the arrangement). This ASU provides criteria to be considered
when measuring whether the milestone is substantive and required disclosures
and is effective on a prospective basis for milestones achieved in fiscal years
beginning on or after June 15, 2010.

Modifications of Loans Accounted for Within a Pool
.108 In April 2010, FASB issued ASU No. 2010-18, Receivables (Topic
310): Effect of a Loan Modification When the Loan Is Part of a Pool That Is
Accounted for as a Single Asset, (a consensus of the FASB Emerging Issues Task
Force). This ASU affects any entity that acquires loans subject to FASB ASC
310-30 and accounts for some or all of the loans within pools and subsequently
modifies one or more of those loans after acquisition. The modifications of
those loans would not result in the removal of those loans from the pool, even if
the modification of those loans would otherwise be considered a troubled debt
restructuring. An entity would still be required to consider whether the pool
of assets in which the loan is included is impaired if expected cash flows for
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the pool change. This ASU is effective for modifications of loans accounted for
within pools under FASB ASC 310-30 on or after July 15, 2010.

Multiple-Deliverable Revenue Arrangements
.109 In October 2009, FASB issued ASU No. 2009-13, Revenue Recognition (Topic 605): Multiple-Deliverable Revenue Arrangements (a consensus of
the FASB Emerging Issues Task Force). The main provision of this ASU enables
vendors to account for products or services separately rather than as a combined unit. This ASU provides amendments to the criteria in FASB ASC 605-25,
which establish a selling price hierarchy for determining the selling price of a
deliverable based on vendor specific objective evidence (VSOE), if available, or
third party evidence if VSOE is not available. The ASU also replaces the term
fair value with selling price and eliminates the residual method of allocation,
allocating any discount in the arrangement proportionately to each deliverable based on the deliverable's selling price. Additionally, auditors should be
aware that this ASU significantly expands the disclosures required related to a
vendor's multiple-deliverable arrangements. This ASU is effective for revenue
arrangements entered into or materially modified in fiscal years beginning on
or after June 15, 2010.

Private Company Financial Reporting
.110 The AICPA, the National Association of State Boards of Accountancy,
and the Financial Accounting Foundation (FAF) established the "blue ribbon
panel" to address how U.S. accounting standards can best meet the needs of
U.S. users of private company financial statements. The blue ribbon panel
provides recommendations through an issued report on the future of standard setting for private companies, including whether separate, stand-alone
accounting standards for private companies are needed. In January 2011, the
panel finalized its recommendations and submitted a report to the FAF. The
two most significant recommendations are as follows:

r
r

The establishment of a new, separate board with standard-setting
authority under the oversight of the FAF. The board would coordinate activities with FASB but not be subject to FASB approval.
Changes and modifications be made to existing and future GAAP
that recognize the unique needs of users of private company financial statements. All such changes would reside in FASB ASC.

.111 As a way to participate in the process of making financial reporting
more relevant for private companies, users and preparers of private company
financial statements are encouraged to write a letter to FAF and make the
following three points:

r
r
r
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A systematic problem exists that hasn't been able to be fixed despite decades of attempts, so something vastly different has to be
tried.
Significant differences to the standards within GAAP, where appropriate, are necessary to recognize the unique needs of private
companies and their financial statement users.
A new, separate standard-setting board needs to be created that
would report directly to FAF and not be subject to FASB approval.
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.112 Refer to http://www.aicpa.org/InterestAreas/FRC/AccountingFinancialReporting/PCFR for a toolkit provided by the AICPA to assist private companies and other stakeholders in preparing and sending such letters to FAF.

Share-Based Payment Awards Denominated
in a Different Currency
.113 In April 2010, FASB issued ASU No. 2010-13, Compensation—Stock
Compensation (Topic 718): Effect of Denominating the Exercise Price of a ShareBased Payment Award in the Currency of the Market in Which the Underlying
Equity Security Trades (a consensus of the FASB Emerging Issues Task Force).
This ASU clarifies that an employee share-based payment award with an exercise price denominated in the currency of a market in which a substantial portion of the entity's equity securities trades should not be considered to contain
a condition that is not a market, performance, or service condition. Therefore,
such an award should not be classified as a liability if it otherwise qualifies
as equity. A share-based payment award that contains a condition that is not
a market, performance, or service condition is required to be classified as a
liability.
.114 This ASU affects entities that issue employee share-based payment
awards with an exercise price denominated in the currency of a market in
which a substantial portion of the entity's equity securities trades that differs
from the functional currency of the employer entity or payroll currency of the
employee. This will also affect any entities that have previously considered
such awards to be liabilities because of their exercise price. For example, a
parent entity whose functional currency is the Canadian dollar grants equity
share options with an exercise price denominated in U.S. dollars to employees
of a Canadian entity with the functional and payroll currency of the Canadian
dollar. If a substantial portion of the parent entity's equity securities trades on
a U.S. dollar denominated exchange, the options are not precluded from equity
classification.
.115 The amendments in this ASU are effective for fiscal years, and interim periods within those fiscal years, beginning on or after December 15,
2010. These amendments should be applied by recording a cumulative-effect
adjustment to the opening balance of retained earnings. The cumulative-effect
adjustment should be calculated for all awards outstanding as of the beginning of the fiscal year in which the amendments are initially applied as if the
amendments had been applied consistently since the inception of the awards;
the adjustment should also be presented separately.

Software Elements
.116 In October 2009, FASB issued ASU No. 2009-14, Software (Topic
985): Certain Revenue Arrangements That Include Software Elements (a consensus of the FASB Emerging Issues Task Force). This ASU changes the accounting model for revenue arrangements that include both tangible products
and software elements. Tangible products containing software components and
nonsoftware components that function together to deliver the tangible product's
essential functionality are no longer within the scope of the software revenue
guidance in FASB ASC 985-605. In addition, this ASU requires that hardware
components of a tangible product containing software components always be
excluded from the software revenue guidance. This ASU is effective for revenue
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arrangements entered into or materially modified in fiscal years beginning on
or after June 15, 2010.

Troubled Debt Restructuring by Creditors
.117 In April 2011, FASB issued ASU No. 2011-02, Receivables (Topic
310): A Creditor's Determination of Whether a Restructuring Is a Troubled
Debt Restructuring. This ASU applies to all creditors that restructure receivables that fall within the scope of FASB ASC 310-40. In evaluating whether a
restructuring constitutes a troubled debt restructuring, a creditor must separately conclude that both of the following exist:

r
r

The restructuring constitutes a concession.
The debtor is experiencing financial difficulties.

.118 The following guidance has been provided to help the creditor determine whether it has granted a concession:

r

r

r

If a debtor does not otherwise have access to funds at a market rate
for debt with similar risk characteristics as the restructured debt,
the restructuring would be considered to be at a below-market
rate, which may indicate that the creditor has granted a concession. In that circumstance, a creditor should consider all aspects of
the restructuring in determining whether it has granted a concession. In which case the creditor must make a separate assessment
about whether the debtor is experiencing financial difficulties to
determine whether the restructuring constitutes a troubled debt
restructuring.
A temporary or permanent increase in the contractual interest
rate as a result of a restructuring does not preclude the restructuring from being considered a concession because the new
contractual interest rate on the restructured debt could still be
below the market interest rate for new debt with similar risk
characteristics. In such situations, a creditor should consider all
aspects of the restructuring in determining whether it has granted
a concession. If a creditor determines that it has granted a concession, the creditor must make a separate assessment about
whether the debtor is experiencing financial difficulties to determine whether the restructuring constitutes a troubled debt
restructuring.
A restructuring that results in a delay in payment that is insignificant is not a concession. However, an entity should consider various factors in assessing whether a restructuring resulting in a
delay in payment is insignificant. This ASU includes examples
illustrating the assessment of whether a restructuring results in
a delay in payment that is insignificant.

.119 The following guidance has been provided to help the creditor determine whether a debtor is experiencing financial difficulties:
A creditor may conclude that a debtor is experiencing financial difficulties, even though the debtor is not currently in payment default. A
creditor should evaluate whether it is probable that the debtor would
be in payment default on any of its debt in the foreseeable future
without the modification.
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Additionally, a creditor is precluded from using the effective interest rate test in
the debtor's guidance on restructuring of payables (paragraph 10 of FASB ASC
470-60-55) when evaluating whether a restructuring constitutes a troubled
debt restructuring.

For Public Entities
.120 This ASU is effective for the first interim or annual period beginning
on or after June 15, 2011, and should be applied retrospectively to the beginning of the annual period of adoption. As a result of applying this ASU, an
entity may identify receivables that are newly considered impaired. For purposes of measuring impairment of those receivables, an entity should apply the
amendments in this ASU prospectively for the first interim or annual period
beginning on or after June 15, 2011. An entity should disclose the total amount
of receivables and the allowance for credit losses as of the end of the period
of adoption related to those receivables that are newly considered impaired
under FASB ASC 310-10-35 for which impairment was previously measured
under FASB ASC 450-20. An entity should disclose the information required
by paragraphs 33-34 of FASB ASC 310-10-50, which was deferred by ASU No.
2011-01, for interim periods beginning on or after June 15, 2011.

For Nonpublic Entities
.121 This ASU is effective for annual periods ending on or after December
15, 2012.

Recent Pronouncements
.122 AICPA auditing and attestation standards are applicable only to
audits and attestation engagements of nonissuers. The PCAOB establishes
auditing and attestation standards for audits of issuers. For information on
pronouncements issued subsequent to the writing of this alert, please refer to
the AICPA website at www.aicpa.org, the FASB website at www.fasb.org, and
the PCAOB website at www.pcaob.org. You also may look for announcements
of newly issued accounting standards in the CPA Letter Daily and the Journal
of Accountancy.

Recent Auditing and Attestation Pronouncements
and Related Guidance
.123 The following table presents a list of recently issued audit and attestation pronouncements and related guidance.
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Recent Auditing and Attestation Pronouncements
and Related Guidance
Statement on Auditing
Standards (SAS) No. 121, Revised
Applicability of Statement on
Auditing Standards No. 100,
Interim Financial Reporting
(AICPA, Professional Standards,
AU sec. 722 par. .05)
Issue Date: February 2011

In February 2009, SAS No. 116, Interim
Financial Information, amended SAS No.
100, Interim Financial Information, in
AU section 722 of AICPA's Professional
Standards to address the independent
accountant's professional responsibilities
when the accountant undertakes an
engagement to review interim financial
information of a nonissuer. The Auditing
Standards Board (ASB) issued SAS No.
121 to further amend SAS No. 100 by
amending paragraph .05 of AU section
722, such that AU section 722 would be
applicable when the accountant audited
the entity's latest annual financial
statements, and the appointment of
another accountant to audit the current
year financial statements is not effective
prior to the beginning of the period
covered by the review.

Statement on Standards for
Attestation Engagements (SSAE)
No. 17, Reporting on Compiled
Prospective Financial Statements
When the Practitioner's
Independence Is Impaired
(AICPA, Professional Standards,
AT sec. 301)
Issue Date: December 2010

Amends paragraph .23 of AT section 301,
Financial Forecasts and Projections, to
permit, but not require, the accountant to
disclose the reason(s) for an independence
impairment in a report on compiled
prospective financial information.

SSAE No. 16, Reporting on
Controls at a Service
Organization (AICPA,
Professional Standards, AT sec.
801)
Issue Date: April 2010

SSAE No. 16 supersedes the guidance for
service auditors in AU section 324,
Service Organizations (AICPA,
Professional Standards), and addresses
examination engagements undertaken by
a service auditor to report on controls at
organizations that provide services to
user entities when those controls are
likely to be relevant to user entities'
internal control over financial reporting.
Reports prepared in accordance with
SSAE No. 16 may provide appropriate
evidence under AU section 324. It is
effective for service auditors' reports for
periods ending on or after June 15, 2011.
Earlier implementation is permitted.
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Recent Auditing and Attestation Pronouncements
and Related Guidance
Interpretation No. 8, "Including
a Description of Tests of Controls
or Other Procedures, and the
Results Thereof, in an
Examination Report," of AT
section 101, Attest Engagements
(AICPA, Professional Standards,
AT sec. 9101 par. .70–.72)
Issue Date: July 2010

Issued by the ASB, Interpretation No. 8
addresses whether a practitioner
performing an examination engagement
under AT section 101 may include a
description of tests of controls or other
procedures, and the results thereof, in a
separate section of the examination report
and includes relevant considerations in
determining whether to do so.

Interpretation No. 1, "Reporting
Under Section 112 of the Federal
Deposit Insurance Corporation
Improvement Act," of AT section
501, An Examination of an
Entity's Internal Control Over
Financial Reporting That Is
Integrated With an Audit of Its
Financial Statements (AICPA,
Professional Standards, AT sec.
9501 par. .01–.07)
Issue Date: September 2010

For insured depository institutions (IDI)
that require an examination of internal
control at the IDI level, Interpretation No.
1 issued by the ASB, addresses whether
the auditor can meet the integrated audit
(an examination of internal control over
financial reporting that is integrated with
an audit of financial statements)
requirement when an IDI does not
prepare financial statements for external
distribution, and, if so, how the auditor
can report on the effectiveness of the IDI's
internal control over financial reporting.

Public Company Accounting
Oversight Board (PCAOB)
Auditing Standard No. 15, Audit
Evidence (AICPA, PCAOB
Standards and Related Rules,
Auditing Standards)
Issue Date: August 2010
(Applicable to audits conducted
in accordance with PCAOB
standards)

This standard explains what constitutes
audit evidence and establishes
requirements for designing and
performing audit procedures to obtain
sufficient appropriate audit evidence to
support the opinion expressed in the
auditor's report.

PCAOB Auditing Standard No.
14, Evaluating Audit Results
(AICPA, PCAOB Standards and
Related Rules, Auditing
Standards)
Issue Date: August 2010
(Applicable to audits conducted
in accordance with PCAOB
standards)

This standard establishes requirements
regarding the auditor's evaluation of
audit results and determination of
whether the auditor has obtained
sufficient appropriate audit evidence. The
evaluation process set forth in this
standard includes, among other things,
evaluation of misstatements identified
during the audit; the overall presentation
of the financial statements, including
disclosures; and the potential for
management bias in the financial
statements.
(continued)
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Recent Auditing and Attestation Pronouncements
and Related Guidance
PCAOB Auditing Standard No.
13, The Auditor's Responses to
the Risks of Material
Misstatement (AICPA, PCAOB
Standards and Related Rules,
Auditing Standards)
Issue Date: August 2010
(Applicable to audits conducted
in accordance with PCAOB
standards)

This standard establishes requirements
for responding to the risks of material
misstatement in financial statements
through the general conduct of the audit
and performing audit procedures
regarding significant accounts and
disclosures.

PCAOB Auditing Standard No.
12, Identifying and Assessing
Risks of Material Misstatement
(AICPA, PCAOB Standards and
Related Rules, Auditing
Standards)
Issue Date: August 2010
(Applicable to audits conducted
in accordance with PCAOB
standards)

This standard establishes requirements
regarding the process of identifying and
assessing risks of material misstatement
of the financial statements. The risk
assessment process discussed in the
standard includes information-gathering
procedures to identify risks and an
analysis of the identified risks.

PCAOB Auditing Standard No.
11, Consideration of Materiality
in Planning and Performing an
Audit (AICPA, PCAOB
Standards and Related Rules,
Auditing Standards)
Issue Date: August 2010
(Applicable to audits conducted
in accordance with PCAOB
standards)

This standard describes the auditor's
responsibilities for consideration of
materiality in planning and performing
an audit.

PCAOB Auditing Standard No.
10, Supervision of the Audit
Engagement (AICPA, PCAOB
Standards and Related Rules,
Auditing Standards)
Issue Date: August 2010
(Applicable to audits conducted
in accordance with PCAOB
standards)

This standard sets forth requirements for
supervision of the audit engagement,
including, in particular, supervising the
work of engagement team members. It
applies to the engagement partner and
other engagement team members who
assist the engagement partner with
supervision.

PCAOB Auditing Standard No. 9,
Audit Planning (AICPA, PCAOB
Standards and Related Rules,
Auditing Standards)
Issue Date: August 2010

This standard establishes requirements
regarding planning an audit, including
assessing matters that are important to
the audit and establishing an appropriate
audit strategy and audit plan.
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Recent Auditing and Attestation Pronouncements
and Related Guidance
(Applicable to audits conducted
in accordance with PCAOB
standards)
PCAOB Auditing Standard No.
8, Audit Risk (AICPA, PCAOB
Standards and Related Rules,
Auditing Standards)
Issue Date: August 2010
(Applicable to audits conducted
in accordance with PCAOB
standards)

This standard discusses the auditor's
consideration of audit risk in an audit of
financial statements as part of an
integrated audit or an audit of financial
statements only. It describes the
components of audit risk and the auditor's
responsibilities for reducing audit risk to
an appropriately low level in order to
obtain reasonable assurance that the
financial statements are free of material
misstatement.

PCAOB Auditing Standard No.
7, Engagement Quality Review
(AICPA, PCAOB Standards and
Related Rules, Auditing
Standards)
Issue Date: January 2010
(Applicable to audits conducted
in accordance with PCAOB
standards)

This standard and its related
amendments supersede the interim
concurring partner review requirements
and update the interim quality control
standards. An engagement quality review
and concurring approval of issuance are
required for each audit engagement and
for each engagement to review interim
financial information conducted pursuant
to the standards of the PCAOB. The
standard provides a framework for the
engagement quality reviewer to
objectively evaluate the significant
judgments made and related conclusions
reached by the engagement team in
forming an overall conclusion about the
engagement. It is effective for
engagement quality reviews of audits and
interim reviews for fiscal years that began
on or after December 15, 2009.

PCAOB Staff Question and
Answer 10, Auditing Standard
No. 7, Engagement Quality
Review (AICPA, PCAOB
Standards and Related Rules,
PCAOB Staff Guidance, sec. 100
par. .10)
Issue Date: February 2010
(Applicable to audits conducted
in accordance with PCAOB
standards)

This staff question and answer provides
further implementation guidance on the
documentation requirements of Auditing
Standard No. 7 in light of comments the
SEC received during its comment period.

(continued)
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Recent Auditing and Attestation Pronouncements
and Related Guidance
PCAOB Staff Audit Practice
Alert No.7, Auditor
Considerations of Litigation and
Other Contingencies Arising
From Mortgage and Other Loan
Activities (AICPA, PCAOB
Standard and Related Rules,
PCAOB Staff Guidance, sec. 400
par. .07)

This alert is intended to advise auditors
that potential risks and costs associated
with mortgage and foreclosure-related
activities could have implications for
audits of financial statements or of
internal control over financial reporting,
which might include accounting for
litigation or other loss contingencies and
the related disclosures.

Recent ASUs
.124 The following table presents, by codification area, a list of recently
issued ASUs through the issuance of ASU No. 2011-07, Health Care Entities
(Topic 954): Presentation and Disclosure of Patient Service Revenue, Provision
for Bad Debts, and the Allowance for Doubtful Accounts for Certain Health Care
Entities (a consensus of the FASB Emerging Issues Task Force). However, this
table does not include ASUs that are SEC updates (such as ASU No. 2010-19,
Foreign Currency [Topic 830]: Foreign Currency Issues: Multiple Foreign Currency Exchange Rates [SEC Update]) or ASUs that are technical corrections to
various topics. FASB ASC does include SEC content to improve the usefulness
of FASB ASC for public companies, but the content labeled as "SEC staff guidance" does not constitute rules or interpretations of the SEC, nor does such
guidance bear official SEC approval.
Recent Accounting Standards Updates
Assets Area of Financial Accounting Standards Board
Accounting Standards Codification
Accounting Standards
Update (ASU) No. 2011-02
(April 2011)

Receivables (Topic 310): A Creditor's
Determination of Whether a Restructuring Is a
Troubled Debt Restructuring

ASU No. 2011-01
(January 2011)

Receivables (Topic 310): Deferral of the
Effective Date of Disclosures About Troubled
Debt Restructurings in Update No. 2010-20
Expenses Area of FASB ASC

ASU No. 2010-27
(December 2010)

Other Expenses (Topic 720): Fees Paid to the
Federal Government by Pharmaceutical
Manufacturers (a consensus of the FASB
Emerging Issues Task Force)
Broad Transactions Area of FASB ASC

ASU No. 2011-05
(June 2011)
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Recent Accounting Standards Updates
Broad Transactions Area of FASB ASC—continued
ASU No. 2011-04
(May 2011)

Fair Value Measurement (Topic 820):
Amendments to Achieve Common Fair Value
Measurement and Disclosure Requirements in
U.S. GAAP and IFRSs

ASU No. 2011-03
(April 2011)

Transfers and Servicing (Topic 860):
Reconsideration of Effective Control for
Repurchase Agreements

ASU No. 2010-29
(December 2010)

Business Combinations (Topic 805): Disclosure
of Supplementary Pro Forma Information for
Business Combinations (a consensus of the
FASB Emerging Issues Task Force)

ASU No. 2010-28
(December 2010)

Intangibles—Goodwill and Other (Topic 350):
When to Perform Step 2 of the Goodwill
Impairment Test for Reporting Units with Zero
or Negative Carrying Amounts (a consensus of
the FASB Emerging Issues Task Force)
Industry Area of FASB ASC

ASU No. 2011-07
(July 2011)

Health Care Entities (Topic 954): Presentation
and Disclosure of Patient Service Revenue,
Provision for Bad Debts, and the Allowance for
Doubtful Accounts for Certain Health Care
Entities (a consensus of the FASB Emerging
Issues Task Force)

ASU No. 2010-26
(October 2010)

Financial Services—Insurance (Topic 944):
Accounting for Costs Associated with Acquiring
or Renewing Insurance Contracts (a consensus
of the FASB Emerging Issues Task Force)

ASU No. 2010-25
(September 2010)

Plan Accounting—Defined Contribution
Pension Plans (Topic 962): Reporting Loans to
Participants by Defined Contribution Plans (a
consensus of the FASB Emerging Issues Task
Force)

ASU No. 2010-24
(August 2010)

Health Care Entities (Topic 954): Presentation
of Insurance Claims and Related Insurance
Recoveries(a consensus of the FASB Emerging
Issues Task Force)

ASU No. 2010-23
(August 2010)

Health Care Entities (Topic 954): Measuring
Charity Care for Disclosure (a consensus of the
FASB Emerging Issues Task Force)

Recently Issued Technical Questions and Answers
.125 The following table presents a list of recently issued nonauthoritative audit and attest and accounting technical questions and answers issued by the AICPA. Recently issued questions and answers can be accessed

ARA-GEN .125

38

Audit Risk Alert

at www.aicpa.org/InterestAreas/AccountingAndAuditing/Resources/Pages/RecentlyIssuedTechnicalQuestionsand Answers.aspx.
Recently Issued Technical Questions and Answers
(AICPA, Technical Practice Aids)
Technical Questions and Answers
(TIS) section 6910.18
(Revised October 2010)

"Disclosure of an Investment in an
Issuer When One or More Securities
or One or More Derivative Contracts
Are Held—Nonregistered Investment
Partnerships"

TIS section 9110.17
(July 2010)

"Application of Financial Accounting
Standards Board (FASB) Accounting
Standards Codification (ASC) 740-10
(previously, FASB Interpretation No.
48, Accounting for Uncertainty in
Income Taxes), to Other
Comprehensive Basis of Accounting
(OCBOA) Financial
Statements—Recognition and
Measurement Provisions"

Recent AICPA Independence and Ethics Developments
.126 The Audit Risk Alert Independence and Ethics Developments—
2010/11 (product no. 0224710) contains a complete update on new independence and ethics pronouncements. This alert will heighten your awareness of
independence and ethics matters likely to affect your practice. Obtain this alert
by calling the AICPA at 888.777.7077 or visiting www.cpa2biz.com.
.127 In February 2011, the AICPA Professional Ethics Division released
an omnibus proposal that contained important clarifying language regarding
CPAs' provision of nonattest services. Among them, it made clear that certain
bookkeeping and other nonattest services that help clients produce more reliable financial information are permitted under the interpretation even though
they may be viewed as maintaining an internal control for the client. For
example, it clarified that a practitioner is allowed to prepare and maintain
monthly account reconciliations for an attest client provided the client accepts
responsibility for the services and the other general requirements of Interpretation No. 101-3, "Performance of nonattest services," under Rule 101, Independence (AICPA, Professional Standards, ET sec. 101 par. .05) are met,
such as ensuring that the client reviews and approves the account reconciliations and sufficiently understands the services performed to oversee them.
This clarification was made because some have interpreted the current standard as prohibiting these activities, and the change reinforces that they are
permissible.
.128 The exposure draft also proposed that "management functions" be
changed to "management responsibilities" and provided additional examples
of the types of activities that would be considered to be responsibilities of
management and, therefore, impair independence.
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.129 Comments on the exposure draft were due by May 31, 2011. During
the August 2011 Professional Ethics Executive Committee (PEEC) meeting,
adoption of the proposed revisions to Interpretation No. 101-3 was deferred
until several of the observations made in the comment letters were evaluated
further by the Interpretation No. 101-3 study group. The Interpretation No.
101-3 study group will report its updated recommendations at the November
2011 PEEC meeting.
.130 Interpretation No. 101-3 provides examples of general activities that
would impair a member's independence, including establishing or maintaining
internal controls, which includes performing ongoing monitoring activities for a
client. The PEEC recognizes that some practitioners perceive an inconsistency
in Interpretation No. 101-3 because certain bookkeeping services and other
nonattest services that are permitted under Interpretation No. 101-3 could be
viewed as "maintaining internal control" for the client. For example, bookkeeping is recognized to be part of COSO's information and communication element
of internal control. Additionally, some nonattest activities, such as performing
calculations (for example, tax provision, leases, LIFO reserve); maintaining
ledgers (for example, fixed asset ledger); performing reconciliations; and identifying adjusting journal entries have been viewed as maintaining the client's
controls regardless of whether management has met the general requirements
of Interpretation No. 101-3 (that is, oversees the service, reviews and approves
the work, and makes all significant judgments and decisions).
.131 In addition, the exposure draft proposes several other clarifications
to enhance the guidance in the interpretation, such as defining management
responsibilities, performing ongoing monitoring versus separate evaluations,
and incorporating nonauthorative guidance. The original exposure draft can
be viewed at www.aicpa.org/InterestAreas/ProfessionalEthics/Community/
ExposureDrafts/DownloadableDocuments/ClarificationsToNonattestServices
.pdf.
.132 PEEC meeting information, including meeting agendas, discussion materials, and minutes of prior meetings can be found at www.aicpa
.org/InterestAreas/ProfessionalEthics/Community/ProfessionalEthicsMeeting
MinutesandAgendas/Pages/MeetingInfo.aspx.

On the Horizon
.133 Auditors are advised to keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. The
following sections present brief information about some ongoing projects that
are of particular significance or that may result in significant changes. Remember that exposure drafts are nonauthoritative and cannot be used as a basis for
changing existing standards.
.134 Information on, and copies of, outstanding exposure drafts may be
obtained from the various standard setters' websites. These websites contain
in-depth information about proposed standards and other projects in the
pipeline. Many more accounting and auditing projects exist in addition to those
discussed here. Readers should refer to information provided by the various
standard setting bodies for further information.
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Auditing and Attestation Pipeline—Nonissuers
ASB Clarity Project
.135 To address concerns over the clarity, length, and complexity of its
standards, the ASB has made a significant effort to clarify the SASs. In order
to address practice issues timely, SAS Nos. 117–120 have already been issued
in the clarity format and are already effective. The majority of the clarified
standards will be issued as one SAS, SAS No. 122, Statements on Auditing
Standards: Clarification and Recodification. SAS No. 122 will contain 39 clarified SASs and will recodify and supersede all outstanding SASs through No.
121 except the following:

r
r
r
r
r

SAS No. 51, Reporting on Financial Statements Prepared for Use
in Other Countries (AICPA, Professional Standards, AU sec. 534)
SAS No. 59, The Auditor's Consideration of an Entity's Ability to
Continue as a Going Concern, as amended (AICPA, Professional
Standards, AU sec. 341)
SAS No. 65, The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements (AICPA, Professional Standards, AU sec. 322)
SAS No. 87, Restricting the Use of an Auditor's Report (AICPA,
Professional Standards, AU sec. 532)
SAS Nos. 117–120

.136 SAS No. 122 will also withdraw SAS No. 26, Association With Financial Statements, as amended.
.137 This statement will initially be codified in Professional Standards as
"AU-C" section numbers instead of "AU" section numbers and includes AU-C
section numbers in its original release.
.138 This statement will contain "AU-C" section numbers instead of "AU"
section numbers. AU-C is a temporary identifier to avoid confusion with references to existing AU sections, which remain effective through 2013, in AICPA
Professional Standards. The AU-C identifier will revert to AU in 2014, by which
time this statement becomes fully effective for all engagements.
.139 SAS No. 122 will be effective for audits of financial statements for
periods ending on or after December 15, 2012. Refer to individual AU-C sections
for specific effective date language.
.140 The ASB established clarity drafting conventions and undertook to
redraft all of its SASs in accordance with those conventions, which include the
following:

r
r
r
r
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r
r
r
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Using formatting techniques, such as bulleted lists, to enhance
readability
Including, when appropriate, special considerations relevant to
audits of smaller, less complex entities within the text of the clarified SAS
Including, when appropriate, special considerations relevant to
audits of governmental entities within the text of the clarified
SAS

.141 The project also has an international convergence component. AU-C
section numbers for clarified SASs based on equivalent ISAs are the same as
the equivalent ISA numbers. AU-C section numbers for clarified SASs with no
equivalent ISAs have been assigned new numbers. The ASB believes that this
recodification structure will aid firms and practitioners that use both ISAs and
GAAS.
.142 Consistent with the ASB's strategy to converge its SASs with ISAs
promulgated by the IAASB while avoiding unnecessary conflict with standards
of the PCAOB, clarified SASs have been developed using equivalent ISAs as
a base, when applicable. Substantive differences in objectives, definitions, or
requirements between a clarified SAS and the equivalent ISA are identified in
an exhibit to each applicable clarified SAS.

Auditing and Attestation Pipeline—Issuers
Auditing Supplemental Information
.143 The PCAOB has proposed a draft of an auditing standard on auditing supplemental information. This proposed auditing standard, issued July
2011, would supersede the current standard, AU section 551, Reporting on Information Accompanying the Basic Financial Statements in Auditor Submitted
Documents (AICPA, PCAOB Standards and Related Rules, Interim Standards),
and related amendments to certain PCAOB auditing standards. The proposed
standard enhances existing PCAOB standards by

r
r

requiring the auditor to perform certain audit procedures to test
and evaluate the supplemental information, and
establishing requirements that promote enhanced coordination
between the work performed on the supplemental information
with work performed on the financial statement audit and other
engagements, such as a compliance attestation engagement for
brokers and dealers.

.144 The proposed standard would not apply to schedules prepared pursuant to SEC Regulation S-X because those schedules are deemed to be part of
the financial statements. The proposed standard is expected to be effective for
fiscal years ending on or after September 15, 2012, subject to SEC approval.

Accounting Pipeline
FASB and IASB Memorandum of Understanding
.145 In April 2011, FASB and IASB jointly published an update of their
2006 Memorandum of Understanding (MoU) to report the progress they have
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made in their continued commitment to developing common, high quality standards. The MoU identifies 11 convergence topics:

r
r
r
r
r
r
r
r
r
r
r
r

Business combinations
Derecognition
Consolidated financial statements
Fair value measurement
Postemployment benefits
Financial statement presentation—other comprehensive income
Insurance contracts
Financial instruments with characteristics of equity
Intangible assets
Financial instruments
Leases
Revenue recognition

.146 During 2011, the boards regularly updated project completion dates
as difficulties in completing projects arose. Some projects (for example, Income Taxes) were removed from the convergence schedules when the boards
agreed that convergence was unlikely to be achieved in the short time available,
whereas other projects have reached the exposure draft milestone initially set.
Each board believes that these standards, when completed, would improve the
quality, consistency, and comparability of financial information for investors
and capital markets around the world.
.147 A progress report for the quarter ended March 31, 2011, highlighted
the following topics: (a) completion of five projects, including IASB's issuance
of new standards on consolidated financial statements, joint arrangements,
and postemployment benefits, and both boards will issue new requirements in
relation to fair value measurement and the presentation of other comprehensive income; (b) priority given to the three remaining MoU projects covering
financial instruments accounting, leasing, and revenue recognition, as well as
insurance accounting, and the boards' joint project to improve and align U.S.
and international insurance accounting standards; and (c) agreement to extend
the timetable for the remaining priority convergence projects beyond June 2011
to permit further work and consultation with stakeholders in a manner consistent with an open and inclusive due process. The convergence projects are
targeted for completion in the second half of 2011 (however, the U.S. insurance
standard, which has not yet been exposed, is targeted for the first half of 2012).
.148 The priority joint projects are financial instruments, revenue recognition, leases, and the presentation of other comprehensive income. See the
following text for a discussion of each of these projects.
.149 Financial Instruments. The boards' efforts to reach a common solution have been complicated by differing imperatives that pushed their respective timetables out of alignment. IASB has been replacing its financial
instrument requirements in a phased approach, whereas FASB developed a
single proposal. Differing development timetables and other factors have impeded the ability of the boards to publish joint proposals on a number of important technical issues, including classification and measurement, impairment,
hedge accounting, and balance sheet netting of derivatives and other financial
instruments.
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.150 Revenue Recognition. In June 2011, IASB and FASB agreed to reexpose their revised proposals for a common revenue recognition standard. This
will provide interested parties with an opportunity to comment on revisions the
boards have undertaken since the publication of an exposure draft on revenue
recognition in June 2010. Consequently, the boards intend to reexpose their
work in the third quarter of 2011 for a comment period of 120 days.
.151 Other Comprehensive Income. In June 2011, IASB and FASB issued
amendments that will improve and align the presentation of items of other comprehensive income (OCI) in financial statements prepared in accordance with
IFRSs and those prepared in accordance with U.S. GAAP. The amendments
to IAS 1, Presentation of Financial Statements, require companies preparing
financial statements in accordance with IFRSs to group together items within
OCI that may be reclassified to the profit or loss section of the income statement. The amendments also reaffirm existing requirements that items in OCI
and profit or loss should be presented as either a single statement or two consecutive statements. FASB issued ASU No. 2011-05, Comprehensive Income
(Topic 220): Presentation of Comprehensive Income, that brings U.S. GAAP
into alignment with IFRSs for the presentation of OCI.
.152 The changes issued therein do not address which items should be
presented in OCI or when and which items should be recycled through profit or
loss. However, requiring OCI to be presented as part of, or in close proximity
to, the profit or loss (income) statement will make it easier for users of financial
statements to assess the impact of OCI items on the overall performance of an
entity and improve comparability between IFRSs and U.S. GAAP.
.153 Leases. IASB and FASB announced in July 2011 their intention to
reexpose their revised proposals for a common leasing standard. Reexposing
the revised proposals will provide interested parties with an opportunity to
comment on revisions the boards have undertaken since the publication of an
exposure draft on leasing in August 2010. The boards intend to complete their
deliberations, including consideration of the comment period, during Q3 2011
with a view to publishing a revised exposure draft shortly afterwards.
.154 See the following for a summary of recent exposure drafts.

Offsetting Financial Assets and Financial Liabilities Exposure Draft
.155 Issued in January 2011, this exposure draft introduces additional
application guidance that is helpful in applying the current offsetting principles
in IAS 32, Financial Instruments: Presentation. It clarifies that a right of set-off
that may be removed by a future event would not be an unconditional right
of set-off. Similarly, if the right of set-off is exercisable only before a specific
date, that right of set-off that was conditional at inception of the contract may
subsequently become unconditional if the contingent event occurs.

Hedge Accounting Exposure Draft
.156 This exposure draft was issued by the IASB in December 2010 and
is the first installment of the final phase to replace the existing standard on
financial instruments, IAS 39, Financial Instruments: Recognition and Measurement. The key points to note are discussed subsequently:

r

Integration with risk management. The objective of hedge accounting is to represent in the financial statements the effect
of an entity's risk management activities when it uses financial
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instruments to manage exposures arising from a particular risk
that could affect profit or loss. Thus, hedge accounting will align
with an entity's risk management activities.
Eligible hedging instruments and eligible hedged items. Nonderivative financial assets or liabilities measured at fair value
through profit or loss may be designated as hedging instruments
in hedging relationships of any risk, not only foreign currency
risk. Certain risk components of nonfinancial items may be designated as hedged items if the changes in the cash flows or fair value
of the components attributable to changes in the hedged risk are
separately identifiable and reliably measureable. An entity may
designate an aggregate exposure that consists of an exposure and
a derivative if the combination creates a different exposure that
is managed as a single exposure for a particular risk or risks.
Lastly, an entity may designate as a hedged item certain groups
of individually eligible items representing a gross or net position.
For cash flow hedges of net positions, any offsetting cash flows in
the group must affect profit or loss in the same and only in that
period, including interim periods.
Hedge effectiveness. A qualifying hedging relationship would meet
the hedge effectiveness requirements, tested prospectively, if it (a)
meets the objective of the hedge effectiveness assessment, that is,
it produces an unbiased result that minimizes expected hedge ineffectiveness, and (b) is expected to achieve other than accidental
offsetting, for example, a statistical correlation between two variables that have no substantive economic relationship would not
meet this requirement.
Accounting for qualifying hedges. The proposed accounting for fair
value hedges is more aligned with the current cash flow hedge
accounting model under IAS 39 and states the following:
— The gain or loss from remeasuring the hedging instrument is
recognized in other comprehensive income.
— The hedging gain or loss on the hedged item is recognized
and presented as a separate line item in the statement of
financial position with a corresponding gain or loss in other
comprehensive income. Thus, the hedged item's basis is not
adjusted.

r
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— The ineffective portion of the gain or loss of the hedging relationship is transferred from other comprehensive income to
profit or loss.
Rebalancing the hedging relationship. If a hedging relationship
subsequently fails to meet the objective of the hedge effectiveness
assessment but the entity's risk management objective has not
changed, then an entity would rebalance the relationship by adjusting the hedge ratio. If the entity expects the relationship to
fail to meet the objective in the future, then it may proactively
rebalance the hedging relationship. Rebalancing of a hedging relationship is accounted for as a continuation, and any hedge ineffectiveness determined is recognized in profit or loss immediately
before adjusting the hedging relationship.

r

r
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Discontinuation of hedge accounting. An entity would discontinue
hedge accounting for all, or a portion of, a hedging relationship
prospectively only when the hedging relationship either fails to
meet the entity's risk management objective or fails to meet the
qualifying criteria after taking into consideration rebalancing of
the hedging relationship, if applicable.
Accounting for the time value of purchased options. If an entity
designates only the change in intrinsic value of a purchased option as the hedging instrument in a fair value or cash flow hedge,
then the change in the fair value of the time value of the option is recognized in other comprehensive income to the extent
that it relates to the hedged item. The method used to reclassify
the amounts from other comprehensive income to profit or loss
would be determined by whether the hedged item is a transactionrelated hedged item, such as the future purchase of a commodity, or a time period-related hedged item, such as a commodity
inventory.

.157 In addition to the requirements in IFRS 7, Financial Instruments:
Disclosures, an entity would disclose information about

r
r
r

an entity's risk management strategy and how it is applied to
manage risk;
how the entity's hedging activities may affect the amounts, timing,
and uncertainty of its future cash flows; and
the effect that hedge accounting has had on the entity's statement of financial position, statement of comprehensive income,
and statement of changes in equity.

Improvements to IFRSs Exposure Draft
.158 Issued in June 2011, this exposure draft proposes amendments to
the following standards: IFRS 1, First-time Adoption of International Financial Reporting Standards; IAS 1; IAS 16, Property, Plant and Equipment; IAS
31, Financial Instruments: Presentation; IAS 34, Interim Financial Reporting. These amendments are proposed under the annual improvements process,
which is designed to make necessary, but nonurgent, amendments to IFRSs.
These proposals are effective for annual periods beginning on or after January
1, 2013, with earlier application permitted. See the following text for proposed
amendments to the five international standards:

r

IFRS 1. This amendment clarifies that an entity is required to
apply IFRS 1 when the entity's most recent previous annual financial statements did not contain an explicit and unreserved
statement of compliance with IFRSs, even if the entity applied
IFRS 1 in a reporting period before the period reported in the
most recent previous annual financial statements. In addition,
an entity that capitalized borrowing costs in accordance with its
previous GAAP before the date of transition to IFRSs may carry
forward without adjustment the amount previously capitalized in
the opening statement of financial position at the date of transition. Lastly, borrowing costs incurred on or after the date of
transition to IFRSs, including those incurred on qualifying assets
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under construction at the date of transition, should be accounted
for in accordance with IAS 23, Borrowing Costs.
IAS 1. This amendment clarifies that additional financial statement information is not necessary for periods beyond the minimum comparative information requirements. If an additional
comparative is provided, the information should be presented in
accordance with IFRSs. In addition, when an entity changes accounting policies or makes retrospective restatements or reclassifications, the opening statement of financial position should be
presented as at the beginning of the required comparative period.
Related notes are not required to accompany the opening statement of financial position.
IAS 16. This amendment clarifies that servicing equipment should
be classified as property, plant, and equipment when it is used
during more than one period and as inventory otherwise.
IAS 32. This amendment clarifies that income tax relating to distributions to holders of an equity instrument, and income tax
relating to transaction costs of an equity transaction should be
accounted for in accordance with IAS 12, Income Taxes.
IAS 34. This amendment clarifies the requirements relating to
segment information in interim reports by specifying that total
assets for a particular reportable segment would be disclosed only
when the amounts are regularly provided to the chief operating
decision maker, and there has been a material change in the total
assets for that segment from the amount disclosed in the last
annual financial statements.

Mandatory Effective Date of IFRS 9 Exposure Draft
.159 In August 2011, the IASB issued this exposure draft to propose
changing the mandatory effective date of IFRS 9 (2009) and IFRS 9 (2010) so
that entities would be required to apply them for annual periods beginning
on or after January 1, 2015, rather than being required to apply them for
annual periods beginning on or after January 1, 2013. Early application of
both would continue to be permitted. The board proposed this change because
of the extension of the board's timeline for completion of the remaining phases
of the project to replace IAS 39 beyond June 2011.

Derecognition of In-Substance Real Estate
.160 In July 2011, FASB issued an exposure draft on whether the parent
of an in-substance real estate subsidiary must satisfy the criteria in FASB
ASC 360-20 in order to derecognize the real estate. The objective of the proposed ASU is to resolve the diversity in practice about whether the guidance
in FASB ASC 360-20 applies to a parent that ceases to have a controlling
financial interest (as described in FASB ASC 810-10) in a subsidiary that is insubstance real estate as a result of default on the subsidiary's nonrecourse debt.
This ASU would require the reporting entity to apply the guidance in FASB
ASC 360-20 to determine whether it should derecognize the assets (including
real estate) and liabilities (including the related nonrecourse debt) in the insubstance real estate, as well as applying the measurement provisions in that
guidance.
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Convergence
Convergence With International Reporting Standards
.161 Since the signing of the Norwalk Agreement by FASB and the IASB,
the bodies have had a common goal—one set of accounting standards for international use. International convergence of accounting standards refers to
both the goal of this project and the path taken to reach it. The path toward
reaching this goal will both improve U.S. GAAP and IFRSs and eliminate the
differences between them. In the Norwalk agreement, each body acknowledged
its commitment to the development of high quality, compatible accounting standards that could be used for both domestic and cross-border financial reporting.
FASB and the IASB have undertaken several joint projects, which are being
conducted simultaneously in a coordinated manner to further the goal of convergence of U.S. GAAP and IFRSs. For more information, visit www.fasb.org
and www.iasb.org.

Auditing Considerations of Accounting Convergence
.162 In anticipation of the convergence between IASB and FASB accounting standards, discussions have begun about the potential impact on auditors.
Although auditors are accustomed to new standards, the nature and volume
of these changes will likely pose new challenges. Among others, some of these
potential challenges include the following:

r
r
r
r
r

Training audit staff on a large amount of new accounting guidance
that is based on an accounting approach (that is, principles based
versus rules based)
Developing, as necessary, any new internal audit guidance, such
as firm methodology
Implementing any new resulting auditing rules
Creating a new framework for documenting audit conclusions on
a principles-based accounting approach
Audit committees learning new accounting guidance to effectively
perform their function

.163 In addition to the challenges auditors will face, the effects on preparers will also be great. At the time of this writing, it appears that the transition
timeline to convergence will be relatively short; this will divert resources during the preparation of financial statements as entities focus on implementing
the new principles, which may result in increased audit risk. Auditors, in addition to preparers, are also encouraged to remain current on developments of
international accounting convergence.

Resource Central
.164 The following are various resources that practitioners may find beneficial.

Publications
.165 Practitioners may find the following publications useful. Choose the
format best for you—online or print:
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Audit Guide Analytical Procedures (2008) (product no. 012558
[paperback] or WAN-XX [online])
Audit Guide Assessing and Responding to Audit Risk in a Financial Statement Audit (2009) (product no. 012459 [paperback] or
WRA-XX [online])
Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (2011) (product no. 0125211 [paperback] or WDI-XX [online])
Guide Compilation and Review Engagements (2011) (product no.
0128111 [paperback] or WRC-XX [online])
Audit Guide Auditing Revenue in Certain Industries (2011) (product no. 0125111 [paperback] or WAR-XX [online])
Audit Guide Audit Sampling (2008) (product no. 012538 [paperback] or WAS-XX [online])
Audit Risk Alert Compilation and Review Developments—
2010/2011 (product no. 0223010 [paperback])
Audit Risk Alert Independence and Ethics Developments—
2010/11 (product no. 0224710 [paperback] or WIA-XX [online])
Independence Library featuring the Audit Risk Alert Independence and Ethics Developments and two independence practice
aids (product no. WIL-XX [online])
Checklists and Illustrative Financial Statements for Corporations
(product no. 0089310 [paperback] or WCP-CL [online])
Accounting Trends & Techniques, 64th Edition (product no.
0099010 [paperback] or WAT-XX [online])
IFRS Accounting Trends & Techniques (product no. 0099110 [paperback] or WIF-XX [online])
Audit and Accounting Manual (2011) (product no. 0051311 [paperback], WAM-XX [online], or AAM-XX [loose leaf])
Financial Reporting Alert Current Economic Crisis: Accounting
Issues and Risks for Financial Management and Reporting—2010
(product no. 0292010 [paperback])

AICPA Online Professional Library: Accounting
and Auditing Literature
.166 The AICPA has created your core accounting and auditing library
online. The AICPA Online Professional Library is now customizable to suit
your preferences or your firm's needs. Or, you can sign up for access to the
entire library. Get access—anytime, anywhere—to FASB ASC, the AICPA's
latest Professional Standards, Technical Practice Aids, Audit and Accounting
Guides, Audit Risk Alerts, Accounting Trends & Techniques, and more. One
option is the AICPA Audit and Accounting Guides with FASB Accounting Standards Codification™, which contains all audit and accounting guides, all audit
risk alerts, and FASB ASC in the Online Professional Library (product no.
WFA-XX [online]). To subscribe to this essential online service for accounting
professionals, visit www.cpa2biz.com.
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Continuing Professional Education
.167 The AICPA offers a number of continuing professional education
(CPE) courses that are valuable to CPAs working in public practice and industry, including the following:

r
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AICPA's Annual Accounting and Auditing Update Workshop
(2010–2011 Edition) (product no. 730097 [text] or 180097 [DVD]).
Whether you are in industry or public practice, this course keeps
you current and informed and shows you how to apply the most
recent standards.
IFRS Certificate Program (product no. 159770). Using a scenariobased series of courses with audio, video, and interactive exercises
and case studies, this program will guide you through the concepts
of each area of IFRSs.
Internal Control Essentials for Financial Managers, Accountants
and Auditors (product no. 731856 [text], 181856 [DVD/Manual],
or 351856 [Additional Manual for DVD]). This course will provide
you with a solid understanding of systems and control documentation at the significant process level.
International Versus U.S. Accounting: What in the World is the
Difference? (product no. 731668 [text] or 181661 [DVD]). Understanding the differences between IFRSs and U.S. GAAP is becoming more important for businesses of all sizes. This course outlines
the major differences between IFRSs and U.S. GAAP.
IFRS Essentials with GAAP Comparison: Building a Strong
Foundation (product no. 741602 [text], 181601 [DVD/Manual], or
351601 [Additional Manual for DVD]). This course provides you
with a greater understanding of what you need to know as the
acceptance of international standards continues to grow.
FASB Review for Industry: Targeting Recent GAAP Issues (20112012 Edition) (product no. 730568). Comprehensive coverage of
recent FASB and IASB pronouncements geared to the specific
interests of the CPA in corporate management.

.168 Visit www.cpa2biz.com for a complete list of CPE courses.

Online CPE
.169 AICPA CPExpress, offered exclusively through CPA2Biz, is the
AICPA's flagship online learning product. AICPA members pay $180 for a
new subscription and $145 for the annual renewal. Nonmembers pay $435 for
a new subscription and $375 for the annual renewal. Divided into 1-credit and
2-credit courses that are available 24 hours a day, 7 days a week, AICPA CPExpress offers hundreds of hours of learning in a wide variety of topics. Some
topics of special interest include the following:

r
r
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Accounting and Auditing Update
Small Business Accounting and Auditing Update
Fair Value Accounting
Accounting for Goodwill and Other Intangibles
Uncertainty in Income Taxes
Revenue Recognition in Today's Business Climate
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International versus U.S. Accounting
Fraud and the Financial Statement Audit
Public Company Update
SEC Reporting

.170 To register or learn more, visit www.cpa2biz.com.

Webcasts
.171 Stay plugged in to what is happening and earn CPE credit right from
your desktop. AICPA webcasts are high quality, two-hour CPE programs that
bring you the latest topics from the profession's leading experts. Broadcast
live, they allow you to interact with the presenters and join in the discussion. If you cannot make the live event, each webcast is archived and available on CD-ROM. For additional details on available webcasts, please visit
www.cpa2biz.com/AST/AICPA CPA2BIZ Browse/Store/Webcasts.jsp.

Member Service Center
.172 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Operations Center at 888.777.7077.

Hotlines
Accounting and Auditing Technical Hotline
.173 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the
AICPA's Accounting and Auditing Technical Hotline. AICPA staff will research
your question and call you back with the answer. The hotline is available
from 9 a.m. to 8 p.m. EST on weekdays. You can reach the Technical Hotline at 877.242.7212 or online at www.aicpa.org/Research/TechnicalHotline/
Pages/TechnicalHotline.aspx. Members can also e-mail questions to aahotline@aicpa.org. Additionally, members can submit questions by completing a
Technical Inquiry form found on the same website.

Ethics Hotline
.174 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 or by e-mail at ethics@aicpa.org.
****
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Appendix—Additional Internet Resources
Here are some useful websites that may provide valuable information to
accountants.
Website Name

Content

Website

AICPA

Summaries of recent
auditing and other
professional standards, as
well as other AICPA
activities

www.aicpa.org
www.cpa2biz.com
www.ifrs.com

AICPA Financial
Reporting
Executive
Committee

Summaries of recently
issued guides, technical
questions and answers, and
practice bulletins containing
financial, accounting, and
reporting recommendations,
among other things

www.aicpa.org/Interest
Areas/FRC/
AccountingFinancial
Reporting/Pages/FinREC
.aspx

AICPA
Accounting and
Review Services
Committee

Summaries of review and
compilation standards and
interpretations

www.aicpa.org/research/
standards/compilation
review/arsc/pages/
arsc.aspx

AICPA
Professional
Issues Task Force

Summaries of practice issues
that appear to present
concerns for practitioners
and disseminate information
or guidance, as appropriate,
in the form of practice alerts

www.aicpa.org/interest
areas/frc/pages/
pitfpracticealerts
.aspx

Economy.com

Source for analyses, data,
forecasts, and information
on the U.S. and world
economies

www.economy.com

The Federal
Reserve Board

Source of key interest rates

www.federalreserve.gov

Financial
Accounting
Standards Board
(FASB)

Summaries of recent
accounting pronouncements
and other FASB activities

www.fasb.org

International
Accounting
Standards Board

Summaries of International
Financial Reporting
Standards and International
Accounting Standards

www.iasb.org

(continued)

ARA-GEN .175

52

Audit Risk Alert

Website Name

Content

Website

International
Auditing and
Assurance
Standards Board

Summaries of International
Standards on Auditing

www.iaasb.org

International
Federation of
Accountants

Information on standards
setting activities in the
international arena

www.ifac.org

Private Company
Financial
Reporting
Committee

Information on the initiative
to further improve FASB's
standard setting process to
consider needs of private
companies and their
constituents of financial
reporting

www.pcfr.org

Public Company
Accounting
Oversight Board
(PCAOB)

Information on accounting
and auditing activities of the
PCAOB and other matters

www.pcaob.org

Securities and
Exchange
Commission
(SEC)

Information on current SEC
rulemaking and the
Electronic Data Gathering,
Analysis, and Retrieval
database

www.sec.gov

USA.gov

Portal through which all
government agencies can be
accessed

www.usa.gov

ARA-GEN .175

